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PROGRAM OF THE SEVENTY-SEVENTH ANNUAL MEETING OF THE 
AMERICAN ECONOMIC ASSOCIATION 


Chicago, Ilinois, December 28-30, 1964 


While no general theme underlay the sessions, a major concern was the extension of the 
applicability of modes of economic analysis. 

In the preparation of the program, the President received substantial assistance from 
the following members of the Association: William R. Allen, G. L. Bach, James Buchanan, 
Geza Feketekuty, C. E. Ferguson, Franklin M. Fisher, R. W. Harbeson, C. B. Hoover, 
D. Gale Johnson, Harry G. Johnson, John W. Kendrick, John W. Lehman, Fritz Machlup, 
Edwin Mansfield, Franco Modigliani, James Morgan, William N. Parker, R. W. Pfouts, 
George J. Stigler, and James Tobin. 


Sunday, December 27, 1964 
3:00 P.M. 


Executive Committee Meeting 
6:00 P.M. 


Executive Committee Dinner 


Monday, December 28, 1964 
8:30 A.M. 


Economic History: Its Contribution to Economic Education, Research, and Policy 

Chairman: Warm N. Parxer, Yale University 

Papers: Douctass C. Norra, University of Washington; Rosmer W. Foce, University 
of Chicago; Barry SUPPLE, University of Sussex; RicHarp A. EASTERLIN, University 
of Pennsylvania; RoserT E. GALLMAN, University of North Carolina; Ronpvo E. 
-Cameron, University of Wisconsin : 

Discussants: Evsey Doman Massachusetts Institute of Technology; R. A. Gorpon, 
University of California, Berkeley 

Nonmarket Decision Making 

Chairman: James BUCHANAN, University of Virginia i 

Papers: AnrHony Downs, The RAND Corporation; Jouw Harsanvyr, Wayne State 
University; Gorvon Tuxiock, University of Virginia 

Dicussants:- James Marcu, University of California, Irvine; Roserr L. BrsHop, 
Massachusetts Institute of Technology; Jesse MarkHam, Princeton University 

10:30 A.M. ‘ ; ‘ 
Survey Research: Three Surveys—Findings and: Implications for Theory and Policy 

Chairman: Dan TuHroop Smara, Harvard University 

Papers: Dororux Proyecror, Board of Governors of the Federal Reserve System; 
James Morcan, Harvey Beazer, and Rosin Bartow, University of Michigan; 
ae q pa; Survey Research Center, and Harrow OSBORNE, Federal Reserve 
‘Boar g 

Discussants: Joan CULBERTSON, University of Wisconsin; Groror F, Breax, University 
of California, Berkeley; LAwRENCE E. THompson, Harvard University 

Recent Capital and Production Theory ; . 

Chairman: Howarn ScHatter, Indiana University a 

Papers: Ansa P. Lerner, Michigan State University; C. E. Fercuson, Duke University 

Discussants: R. W. Prouts, University of North Carolina; Marvin FRANKEL, Univer- 
sity of Illinois; RoserT Sotow,’ Massachusetts Institute of Technology 

Balance of Payment and Related Problems (Joint session with the American Statistical 
Association)? 

Chairman: E..M. BERNSTEIN; E. M. Bernstein, Ltd. . 

Papers: Hren B. Jonz, Federal Reserve Board and RUDOLPH R. Rnomszro, Interna- 
tional Monetary Fund; Irve B. Kravis, Ropert F. Liesey, and Pum J. 
Bouronz, N.B.E.R. International Project. 

Discussants: WALTHER Leperer, U.S. Department of Commerce; Har B. Lary, N.B.E.R. 


1 No manuscript received. ; 


ice in the Proceedings of the Business and Economic Statistics Section of the 
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12:30 P.M. . 

Joint Luncheon with the American Finance Association f 
Chairman: Marr R. Garnsprvcs, National Industrial Conference Board 7 
Speaker: Henry C. WALLICH, Yale University - 


2:00 P.M. 
Defense Economics: Applying Economic Criteria 
hairman: Davw Novicx, The RAND Corporation 


Papers: Sternen Enxe, Institute for Defense Analyses; Ropzrt N. Grosse and ARNOLD © 
ProscHaNn, Research Analysis Corporation 
Discussants: James R. Scurxstncer, The RAND Corporation Waram H. Mecxrine,! 
Center for Naval Analyses; Rorr Prexarz, Institute for Defense Analyses 
The Contribution of the History of Economic Thought to the Understanding of 
Economic Theory, Economic History, and the History of Economic Policy ; 
Chairman: ALERE F, CHALK, Texas A. and M. University ; 
Papers: Donatp F. Gordon, University of Washington; Wuuam D. Gramer, Uni- 
versity of Illinois, Chicago; Franx W. FETTER, Northwestern University 


Discussants: Witt1AM R. , University of California, Los Angeles; WARREN J. 
SamxuerLs, University of Miami; WARREN SCOVILLE, id of California, Los 
Angeles 

8:00 P.M. 


Richard T. Ely Lecture ‘ 
Chairman: Roprert D. CALKINS, Brookings Institution. 
Speaker: W. AntHurR Lewis, Princeton University _ 


Tuesday, December 29, 1964 
8:30 A.M. 
The Evolving International Monetary Mechanism. 
Chairman: Kany Borr, Federal Reserve Bank of Philadelphia 
‘Papers: J. Dewey Daane, Board of Governors of the Federal Reserve Sytem Jacques 
J. Porax, International Monetary Fund; Frrrz MacaLor, Princeton University | 
Discussants: Mitton Farepman, University of Chicago; E. M. Bernstein, E. M. Bern- 
stein, Ltd.; Mron GrserT, Bank for International Settlements 
Agricultural Structure and Productivity (Joint session with the American Farm Eco- 
nomic Association)’ 
Chairman: Grorce BRingoaR, University of Ilinois 
Papers: Wurm H. NicHotzs, Vanderbilt University, and Rur Murer Parva; Fundicao 
Getulio Vargas; Broce JouNston, Stanford University 
_ Discussants: D. Woops Tomas, Purdue University; Currron R. WHARTON, ‘Jr, 
Agricultural Development Council , j 


10:30 A.M. 
Technological Change: Stimuli, Constraints, Returns 
Chairman: Burr Kix, The RAND Corporation ` 
Papers: EDWIN ‘MANSFIELD, University of Pennsylvania and Harvard University; Jzsse 
Marxnam, Princeton University; Jacos Scemrooxrer, University of Minnesota 
_ Discussants: MORRIS ADELMAN, Massachusetts Institute of Technology; ZVI GRILICHES, 
University of Chicago; Rıcmaro Tyzour, Ohio State University 
Economic Theory and Nonprofit Enterprise 
Chairman: M. A. Eocers, Syracuse University 
Papers: Mie Roer, Stanford University; ALLAN PR American Council on 
Education; Wurm BavMor and Wiiiias G. Bowen, Princeton University 
Discussants: Manus Gorrurs, University of Wisconsin, Milwaukee; Srmmon E. ' 
Letanp, Northwestern University MARTIN BRONFENBRENNER, Carnegie Institute 
‘of Technology 
Manpower and Welfare Programs: Bene enefit-Cost ‘Analysis (Joint session with the In- 
dustrial Relations Research Association) 
Chairman: Hrepest Parnes, Ohio State University 
Papers: Grratp Sommers and Ernst STRONEDORFER, University of Wisconsin; eee S. 
MacDonatp, United Nations . 


* To be published in the May, 1965, issue of the J. of Farm Econ. 
“To be published in the May, 1965, IR. RA. Proceedings. 
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Discussants: Juanra Kreps, Duke University; Srema Musaxin, Advisory Com- 
mission on Intergovernmental Relations; Benson Sorrer, Committee for Eco- 
nomic Development; Lzetanp S. Burns, University of California, Los Angeles 


2:00 P.M. 
Domestic Implications of the Evolving International Monetary Mechanism 
Chairman: Emre Despres, Stanford University 
Papers: Murton Gousert and Warren McCram, Bank of International Settlements; 
HerseRT Sre, Committee for Economic Development; WARREN SMOTEH, Uni- 
versity of Michigan 
Discussants: James Incram, University of North Carolina; R. A. MunbELL’ McGill 
University; James Tosrn, Yale University 
Economic Growth: International Comparisons 
Chairman: Warrer Krauser, State University of Iowa 
Papers: AntHuR SmurHies, Harvard University; Smney Ker, Rutgers—The State 
University 
Discussants: W. M. Corven, Australian National University; Wirrrep MALENBAUM, 
University of Pennsylvania; M. C. URQUHART, Queen’s University 
Some Public Policy Issues in Regulated Industries 
Chairman: Ropert W. HarBeson, University of Ilinois 
Papers: Ronatp H. Coase, University of Chicago; Marvin Bartoon, Western Reserve 
University; Rosert A. Netson, University of Washington 
Discussant: H. A. Gorm, Federal Communications Commission; W. H. Doneg, 
University of Wisconsin; W. N. Leonard, Hofstra University 


4:00 P.M. 


Utility and Saving (Joint session with the Econometric Society)* 
Chairman: RosErt Sorow, Massachusetts Institute of Technology 
Speaker: Sm Joan Hicxs, Oxford University 


8:00 P.M. 

Presidential Address® 
Chairman: Franx H. Kwicut, University of Chicago 
Speaker: Grorcr J. STIOLER, University of Chicago 


Wednesday, December 30, 1964 
8:30 A.M. 


Comparative Economic Systems: Nationalized Industry (Joint session with the Associa- 
tion of Comparative Economics) 
Chairman: ROBERT DERNBERGER, University of Chicago 
nee a W. Lewis, Oberlin College; Benyaseoy Warn, University of California, 
erkeley 
Discussants: Grorce Macrsicu, Florida State University; Herperr G. Grosex. Stan- 
ford University; Wurm G. SeepHerp, University of Michigan; H. EDWARD 
ENGLISH, Private Planning Association of Canada 
The Economics of Poverty — 
Chairman: MARSHALL CoLBERG, Florida State University 
Papers: T. W. SCHOLTZ, University of Chicago; Rosert J. Lamrman, University of 
Wisconsin; Aran B. BATCHELDER, Ohio State University 
Discussants: Groror H. Hupeskand, Cornell University; Harry G. Jomnson, Uni- 
versity of Chicago; Marcom Licortr, University of California, Santa Barbara 
Graduate Student Session" 
Chairman: Evsey Domar, Massachusetts Institute of Technology 
Papers: G. S. Sasota, Vanderbilt University; H. I. Grossman, Johns Hopkins Uni- 
versity; M. Z. Fasrycy, City University of New York 
Discussants: Ropert BUSHNELL, Princeton University; Lars SANDBERG, Harvard Uni- 
versity; Jerome R. La Prrrus, Cornell University 
Problems of Wealth Estimation (Joint session with the American Statistical Association)* 
Chairman: RaymMonp T. Bowman, U.S. Office of Statistical Standards 


* To be published in Econometrica. 
ê Published in the March, 1965, A.E.R. 
‘To be published in The "American Economist. 
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Papers: Muron Moss, U.S. Office of Statistical Standards; Jonn W. KENDRICK, 
George Washington University; Jor. Popxın, U.S. Department of Commerce 

Discussants: Patrick HUNTLEY, George Washington University; RicHaRp RUGGLES, 
Yale University 


10:30 A.M, ; 
Invited Student Dissertations 
Chairman: James MORBIS, University of South Carolina 
Papers: GorDon Wuston, Williams College; Ferprvanp K. Levy, Stanford Univer- 
sity; E. Paene Howrey, Princeton University 
Discussants: Vincent F. Botanp, University of Arizona; Hans BREMS, University of 
Ilinois; Davin McCorp Wricur, University of Georgia 
The New National Econometric Model: Its Application (Joint session with the Econo- 
metric Society) 
Chairman: Rosert H. Srrorz, Northwestern University 
Papers: Lawrence Krem, University of Pennsylvania, and Gary Fromas, Brookings 
Institution; Epwmv Kou, Massachusetts Institute of Technology 
Discussants: Marc Neatove, Stanford University; R. A. GORDON, palversity of Cali- 
fornia, Berkeley 
Economic Education: Experiments in the Teaching of Economics 
Chairman: G. L. Bacs, Carnegie Institute of Technology 
Papers: RICHARD ATTIvER, Yale University, and Kerra LUMSDEN, Stanford Univer- 
sity; MYRON JOSEPH, Carnegie Institute of Technology; SIMON WHITNEY, Rutgers 
University 
Discussants: Irwin L. Hearnsrapt, Northeastern University; DAaNæL Fusrew, Uni- 
versity of Michigan; Renpics Fers, Vanderbilt University 


2:00 P.M. 
Business Meeting 


HE purpose of the American Economic Asso- 

ciation, according to its charter, is the encour- 
agement of economic research, the issue of publica- 
tions on economic subjects, and the encouragement 
of perfect freedom of economic discussion. The As- 
sociation as such takes no partisan attitude, nor does 
it commit its members to any position on practical 
economic questions. It is the organ of no party, sect, 
or institution. Persons of all shades of economic 
opinion are found among its members, and widely 
different issues are given a hearing in its annual 
meetings and through its publications. The Asso- 
ciation, therefore, assumes no responsibility for the 
opinions expressed by those who participate in its 
meetings. Needless to say, the papers presented are 
the personal opinions of the authors and do not 
commit the organizations or institutions with which 
they are associated. 

Harotp F. WILLIAMSON 
Secretary 





RICHARD T. ELY LECTURE 
A REVIEW OF ECONOMIC DEVELOPMENT 


By W. ARTHUR LEWIS 
Princeton University 


The underdeveloped countries did reasonably well during the 1950’s. 
According to the United Nations’ statisticians,’ gross domestic prod- 
uct increased at an annual rate of 4.6 percent in Latin America, 4.2 
percent in the Far East (excluding Japan and mainland China), 5.2 
percent in Southern Asia, and 4.1 percent in Africa. At the beginning 
of the decade economists were concerned about whether these coun- 
tries could make the minimum critical effort needed to exceed popula- 
tion growth, then thought to be 2 percent, now accelerating disquiet- 
ingly to 2%4 and 3 percent. Growth rates exceeding 4 percent have 
shown that capital, entrepreneurship, skill, and foreign trade are not 
such formidable obstacles as they were thought to be. In reviewing 
each of these categories, I shall use the occasion to consider some of 
the concepts which economists have been using to analyse the prob- 
lems of economic growth. 


I. Capital 


Capital has not been as scarce as expected, first because the capital- 
output ratio turned out to be unusually low, second, because more for- 
eign aid became available, and, third, because some of these countries 
are managing to save more. 

In 1950, economists thought that the capital-output ratio was 
around 4 (net); actually in the 1950’s it has often been even between 
2 and 3, both in developed and in underdeveloped countries. We do not 
yet know why, or whether the change is permanent. Let us note four 
possible explanations. First, Western Europe has been exploiting a 
backlog of technological progress, accumulated during the interwar 
stagnation. The underdeveloped countries may be reaping a similar 
harvest—will certainly do so as soon as they tackle their agriculture 
properly. Second, expenditure on infrastructure may be abnormally 
low; underdeveloped countries are putting a lot of money into trans- 
portation and power, but they are still starving housing and the public 
services. Third, the high growth rates of industrial production 

*World Economic Survey, 1963, p. 19. The figure for Africa is probably too high. On 
the other hand an earlier estimate by the Economic Commission for Africa (Industrial - 


Growth in Africa, p. 3) that commodity output grew by 2.1 percent per annum is too low, 
since it assumes that the growth rate of agriculture was only 1.4. 
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(ranging between 6 and 10 percent) and of services have effected con- 
siderable transfers from less to more productive sectors of the econo- 
my. And, finally, high rates of growth of population, in countries where 

‘land is abundant, produce a proportionate growth of agricultural out- 
put, using little capital. The question whether in some other countries, 
such as India or Egypt, the marginal productivity of labor in agricul- 
ture is zero seems to arouse fierce passions, though the answer does not 
seem to be relevant to any practical problem. 

When we turn.to the transfer of capital from the developed to the 
underdeveloped world, we are on firmer ground. The United Nations? 
estimates that the net flow increased from about 2 billion dollars in 
1950 to about 6 billion dollars in 1960. Six billion dollars was about 
3¥% percent of the national incomes of the underdeveloped world and © 
was therefore associated with about a quarter of their rate of growth 
at the end of the decade. This is a very considerable achievement 
for those of us who have made ceaseless propaganda for foreign 
aid. 

It would be pleasant to be able to report a universal increase in do- 
| mestic ratios of saving, resulting from these high rates of growth and 
of aid, but alas only a minority of countries have risen to their oppor- 
tunity. The best documentation is for Latin America, where if the Eco- 
nomic Commission for Latin America® is right, the ratio of gross do- 
mestic savings to gross domestic product fell, for the continent as a 
whole, from 16.8 percent in 1950-54 to 15.6 percent in 1955-61, or 15.2 
percent in 1960. Fragmentary evidence suggests that the rest of the 
underdeveloped world did not do much more than maintain domestic 
savings ratios (e.g., Philippines from 9.0 percent in 1950 to 9.5 percent 
in 1960; Nigeria from 8.3 in 1951 to 8.6 in 1957) but there were also 
spectacular exceptions, such as India, from about 6 percent (net) in 
1950 to about 8 percent in 1960, and Jamaica, from 12.2 (gross) in 
1950 to 16.1 percent in 1960. 

Some of the countries which failed to improve their savings ratios 
nevertheless increased the take of public expenditure, which can be 
just as important for growth. The 1950’s were a good decade for edu- 
cation, for public health, and for roads. Since both savings and public 
expenditure come out of the surplus of output over private consump- 
tion and improve future productive capacity, they should be consid- 
ered together when measuring achievement. Availability of foreign 
capital enabled some governments to put improvement of the public 
services ahead of improvements in the savings ratio during the 1950’s. 

The International Flow of Long-Term Capital and Official Donations, 1959-1961, 
and earlier publications in this series, 


*The Development of Latin America in the Post-war Period, p. 10. Domestic saving 
equals investment minus the surplus on current account in the balance of payments. 
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We do not have enough evidence to test theories of how income dis- 
tribution and the propensity to save change as per capita income in- 
creases, The fall in export prices relatively to domestic costs was im- 
portant, since the export sector saves more and is more highly taxed 
than the rest of the economy. ECLA estimates that adverse terms of 
trade cost Latin America 3.6 percent of national income, comparing 
1960 with 1950, but one would still have expected the savings ratio at 
least to be maintained, since per capita real output increased by 19 
percent. Presumably significant changes in private saving require long- 
er periods and bigger per capita changes. 

The slow rate of change of private savings is one reason why more 
importance is now attached to increasing public saving. This, however, 
is not easy. First, the marginal rate of taxation is lower than the aver- 
age in most of these countries; so the percentage share of public reve- 
nue falls as national income increases. Radical reforms are required in 
tax structures if public revenue is even to keep up with public expendi- 
ture. Second, where public services are rudimentary, rapidly increasing 
expenditures on these services are just as important as increased sav- 
ings and will for some time absorb most of the increase in revenues. 
Third, the rate of change must inevitably be slow. Attaining self-sus- 
taining growth means reducing the ratio of private consumption to 
gross domestic product from around 80 to say around 70 percent. Any 
attempt to reduce the ratio of consumption faster than by about one- 
half-of-one percent of gross domestic product per year will defeat it- 
self, and also create political unrest. It defeats itself because output 
cannot be increased without increasing consumption, since growth re- 
quires incentives. And it creates unrest because rapid economic growth 
produces social turbulence, which can be contained only by devoting 
increased resources to welfare and consumption. My limit of one-half- 
of-one percent assumes that per capita consumption must grow at least 
60 percent as fast as per capita output, in the relevant ranges. At- 
tempts to move faster than this, whether through taxation, inflation, or 
rationing, are likely to end in riots. 

International economic aid is supported by different people for 
many different reasons. Insofar as its object is to give the big push 
which creates the opportunity for self-sustaining growth, its success 
must be measured by the extent to which countries do indeed increase 
their investment in men and resources faster than current consump- 
tion. And if this is the test, then there is something to be said for tying 
the distribution of foreign aid to actual performance. In another 
place* I have produced a formula for this, making the amount of aid a 

‘“Allocating Foreign Aid to Promote Self-Sustaining Economic Growth,” in Motivo- 


tions and Methods in Development and Foreign Aid, Proceedings of the Sixth World Con- 
ference of the Society for International Development, 1964. 
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country receives a multiple of 
5-1 Sx 
GDP. GDP-a 


where S= expenditure on gross investment (minus foreign aid) plus 
current government expenditure (minus defense and wel- 
fare transfers), and subscripts refer to years. 








Nobody wants to be governed by a rigid formula, but if we want for- 
eign aid to show results in promoting progress towards economic de- 
pendence, it should be more closely linked to performance. These is- 
sues can no longer be evaded, because the future of foreign aid is now 
critically in doubt, not only in the United States, but even in France, 
where aid has hitherto been sacrosanct. Most aid is given for political 
reasons, and much of the current disillusionment springs only from be- 
lated discovery that political aid cannot achieve all that is expected of 
it. Nevertheless, it has to be admitted that the nonpolitical aid is also 
distributed haphazardly, whether by bilateral or multilateral agencies; 
better criteria and better results might win wider support. 


Il. Entrepreneurship 


Growth rates exceeding 4 percent suggest that the shortage of entre- 
preneurship cannot have been the major obstacle it is normally 
thought to be. It is well known that these countries have no shortage of 
small-scale entrepreneurship; the desire to make money and the will- 
ingness to gamble are endemic. What lacks is the experience of organ- 
izing large-scale businesses. Assuming that this lack of experience 
springs from lack of desire, or from institutional inhibitions, historians 
have devoted much paper to considering what social and ideological 
climate spawns successful large-scale enterprise; and the social psy- 
chologists have now joined them. The last fifteen years have thrown 
little light on their theories, except, perhaps, to question the quantita- 
tive importance of their problem. Perhaps, too, those politicians were 
right who said that the end of imperialism and racial subjugation 
would spark a surprising release of energy. 

Meanwhile the shortage of large-scale domestic entrepreneurship 
has been met to some extent by foreign enterprise. Here the 1950’s saw 
a marked change in the attitudes of governments. During the 1930’s 
and 1940’s the air resounded with diatribes against foreign investors, 
but in the 1960’s newspapers in Europe and North America are full of 
advertisements in which the governments of newly independent states 
offer foreign investors innumerable incentives, including exemption 
from taxes. Foreign entrepreneurs have not been allowed to do much 
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for agriculture or for trade, but their contribution in mining and man- 
ufacturing is a major explanation of the high rates of growth of in- 
dustrial production. 

The shortage has also stimulated governments to assume some of 
the attributes of entrepreneurship themselves. The governments of un- 
derdeveloped countries do not command either the capital or the ad- 
ministrative skills necessary to play any significant role as managers of 
industrial or agricultural enterprises, though some have tried, often for 
ideological reasons. They can play a more important role in creating a 
favorable climate for private entrepreneurship, helping with improved 
infrastructure, market research, feasibility studies, technical advice, 
and financial aid. Development theory makes a great deal out of exter- 
nal economies, whether in explaining the low level of investment, or 
assessing the advantages of geographical concentration, or tracing the 
history of growth through linkages, or arguing the case for the govern- 
ment as a promoter of interdependent investments. The analysis has 
been influential, though factual evidence remains scarce. 

Governments have done better at stimulating the private sector than 
at controlling it, not surprisingly, since both the statistics and the per- 
sonnel for efficient control are lacking. Many controls have hindered 
more than helped, especially by restricting the smaller businessmen, 
some of whom are the hope for the future. Also, the new states often 
begin with hostility between politicians and administrators, and need 
to find a new equilibrium which will reduce corruption and arbitrary 
decisions. The record is spotty even in the public sector. Most govern- 
ments have made development plans, but few take their own plans se- 
riously, although planning could undoubtedly help to bring more order 
into public sector programs. Governments have first to learn to control 
the public sector before they can hope usefully to control the private 
sector. 

The sector to which government initiatives could contribute most is 
agriculture, which has, alas, been the most neglected. Everybody talks 
about the necessary framework for agriculture—the agricultural re- 
search stations, the extension agents, farm institutes, animation, water 
supplies, fertilizers, land reform, and so on—but little gets done. 
Prime ministers have had their minds on other things: on political 
questions such as neutralism, Pan Africanism, Afro-Asian unity and 
the like, or in the economic realm mainly on industrialization; and 
since most great men can achieve no more than one or two things at a 
time, agriculture has had to content itself with occasional lip service. 
Agriculture will have to be seen to be important before any considera- 
ble progress will be made. l 

This change is beginning in countries where agricultural stagnation 
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is the obvious cause of the shortage of foreign exchange. But the cru- 

cial role of ‘agriculture is also obvious in the elementary arithmetic of - 
economic growth. For it is easy to show that national income cannot 

attain a rate of growth of 5 percent in Asian'and African conditions. 

At present none of these countries is able to increase agricultural out- 

put faster than 3 percent per annum. Assume optimistically that in- 

dustrial output increases by 10 percent per annum. Then, if agricul- 

ture contributes 50 percent of gross national product and industry 12 

percent, the growth of commodity output averages out, initially, at 4.4 

percent. Output of services’ grows slightly faster than output of com- 

modities; so gross domestic product as a whole would grow at a maxi- 

mum rate of 4.6 percent. Given the failure to reform agriculture, the 
rates of growth actually achieved in the 1950’s are a matter for con- 

gratulation. One must assume that the United Nations call for 5 per- 

cent in the 1960’s is mainly a call for a massive assault on agricultural 

stagnation, without which such a target is impracticable. Also, the call 

should not be mixed in with the discussion of foreign aid, since it is 

with the governments of the underdeveloped countries that the initia- 

tive lies in agriculture. ; 

, III. Skil 

Shortage of skills has been even less of a bottleneck than shortage of 
- entrepreneurs. In part this has been due to the large international flow 
of technical assistance. Despite. the break-up of the colonial empires, 
there are now more European and American technicians in Asia and in 
Africa than there were in 1950, and the numerous channels through 
which this movement is organized are an achievement in which the 
world can take some pride. 

Nevertheless, technical assistance is Gacuinal Leaving aside ii the 
moment the agricultural sector, the amount of skill which these coun- 
tries can currently absorb is relatively small, mainly because their non- 
agricultural sectors are relatively small. Where half the population is 
in agriculture, the number of jobs requiring a secondary education 
does not exceed 10 percent of the occupied population, nor do the jobs 
requiring university education exceed 2 percent’. The majority of 
countries in Asia and Latin America (but not all) have.as many sec- 
ondary educated people as they need for strictly economic purposes, 
and many of them have many more such people than they can absorb 
in current, market conditions. There are shortages of particular types. 
In general there is too much literary education and not enough tech- 
nological, but this defect is easily remedied. The number of technical 


For amplification of this statement see my articles “Education and Economic Devel- 
opment,” Social and Economic Studies, June, 1961, and “Secondary Education and Eco- 
nomic Structure,” ibid., June, 1964. i 
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institutes and: special training institutions has multiplied quite rapidly 
in underdeveloped countries. What most of the Asian and Latin-Amer- 
ican countries need is-better quality rather than more quantity. 

- Africa’s situation is quite different. There in 1960 less than 1 per- 
cent of the population had received a secondary education and less 
than 10 percent primary education. This situation is now changing rap- 
idly since these countries have become independent and have made 
education a first priority. 

There is no evidence to suggest that economic development is accel- 
erated by supplying more educated people than the market can absorb. 
India is one of the best educated underdeveloped countries, but not 
conspicuously the most successful in economic development. An over- 
supply of educated people creates great frustrations, stimulates exces- 
sive’ migrations to the towns, and results in political turbulence. All 
this makes the political situation more exciting; but though the long- 
run effects of political excitement on development may be positive, the 
short-term effects seem to be zero, or even negative. 

The biggest problem in education is the relation of schooling to agri- 
cultural improvement. The problem does not arise in plantation agri- 
culture, since the planters, who are the decision-makers, can adopt the 
latest techniques whether their workers are literate or not. We cannot 
doubt that. literate farmers are likely to absorb new technology more 
rapidly than illiterate farmers. Illiterate farmers can be taught the 
most obvious things and have made important decisions, such as 
changing from subsistence to commercial crops. But it must be a goal 
to have as soon as feasible an agricultural system in which every farm- 
er is literate. 

The problem is the transition. Putting the children into school, 
which costs a great deal of money (as much as 3 or 4 percent of na- 
tional income) does not guarantee that one will have literate farmers. 
Much depends on the speed with which one moves from 10 percent of 
rural children in school towards 100 percent, for when the figure is 
only. 10 percent, that 10 percent knows that it will get jobs off the 
farms, at wages from two to three, times as high as the average 
farmer’s income. If one raises the proportion to 60 percent within ten 
years, as some West African countries have done, the 60 percent also 
expect to get jobs off the farms at high incomes. They cannot be at- 
tracted by three acres and a hoe; only a modernized agriculture capa- 
ble of high yields per man ‘could hope to hold them. Hence the only 
way to effect a smooth transition is to keep the rate of modernization 
of agriculture and the rate of expansion of rural schooling in step with 
each other. This is not a case for less schooling so much as a case for, 
faster modernization of agriculture—for greater expenditure on re- 
search, agricultural credit, water supplies, and so on. 
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Given the time it takes to organize the right kind of agricultural 
framework for small farming, expenditure on adult education in the 
countryside, including short courses for farmers at residential centers 
and other forms of community development, will probably at this stage 
prove more productive in Africa than money spent on getting all rural 
children into primary schools, desirable as that is for innumerable rea- 
sons, political and social no less than economic. 


IV. Foretgn Trade 


Foreign trade has played its customary role as the engine of growth 
in most of these countries but not in all. Both the terms of trade and 
the rate of growth of trade have been high by comparison with prewar 
statistics. 

The terms of trade for primary as against manufactured products 
averaged higher in the 1950’s than at any time in the preceding eighty 
years. The first half of the 1950’s was especially good because of the 
Korean war and heavy stock-piling in the United States and elsewhere. 
The terms of trade deteriorated in the second half of the decade and 
on till 1962, since when they have moved upwards. However, even in 
1962 they were 5 percent above 1929, which preceded the Great De- 
pression. 

The volume of exports from underdeveloped countries increased at 
an annual rate of 3.6 percent, which is also much higher than before. 
But this rate is lower than the growth of national income because of 
the important part played by import substitution, especially in Latin 
America. 

We are being deluged with literature arguing that the underdevel- 
oped countries cannot grow at an adequate rate if the developed coun- 
tries increase their demands for the exports of underdeveloped coun- 
tries at an annual rate as low as 3% percent. Such literature ignores 
the important part played by import substitution in economic develop- 
ment. Most of the calculations assume rates of growth of national in- 
come, consumption, industrial production, and imports which are not 
mutually consistent. A little arithmetic shows that if one assumes con- 
tinuance of the current rate of growth of industrial production, the un- 
derdeveloved countries must soon be supplying themselves with nearly 
all the manufactures they need.* They have the necessary minerals 

° Currently these countries use manufactures equal to about 30 percent (including raw 
materials) of national income, of which about one-third are imported. If national income 
grew at 5 percent per annum, use at 6 percent, and production of manufactures at 8 per- 
cent, net imports of manufactures would fall to zero in twenty-two years. If the growth 
rate of production of manufactures is assumed to be lower, so must the growth rate of 
national income, and therefore of use of manufactures. Considering how slowly agriculture 


-is growing, national income cannot grow by 5 percent if manufacturing is growing by less 
than 8 percent. 
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and fuels, and. the skills are not hard to learn. It is better that they 
should not be forced into autarky since comparative advantage de- 
mands that, even if net imports be low, this be only because large im- 
ports of some manufactures are matched by large exports of others. 
Recent international discussion has focused rightly on the market for 
the manufactures of underdeveloped in developed countries; this is 
likely to be much more important in future than the never ending talks 
on primary products. Some of us believe even that the time is not far 
off when the underdeveloped will be net importers of primary products 
and net exporters of manufactures. This is not only because of high 
population growth, which the new techniques of family limitation will 
soon begin to control. More fundamentally, it is arguable that the real 
competitive advantage of temperate countries is in agriculture, since 
their temperate climates are more favorable to the retention of soil fer- 
tility than the harsher climates of the tropics. 

To the individual underdeveloped country, import substitution offers 
less opportunity for growth with diminishing trade than it does to the 
group taken as a whole. Only the largest countries (possibly China, 
India, the U.S.S.R. and the United States) have that wide variety of 
climates and minerals which is a necessary condition for development 
as a closed economy. Everywhere else a rise in real income must in- 
crease the imports of some commodities. These imports have to be 
paid for either by expanding exports or by releasing foreign exchange 
through import substitution. In the nineteenth century, growth was 
sparked by exports, which generated incomes and so also stimulated 
production for the home market. In the second half of the twentieth cen- 
tury, import substitution has offered some countries an easy path to 
growth, without dependence on increasing exports. However, once the 
limits to import substitution are reached, the rate of increase of exports 
sets a ceiling to the rate of growth of output, since natural resource lim- 
itations make it impossible to have balanced growth for the home market 
only. 

Economists have produced a turgid literature on balanced growth. 
Most writers do not make clear whether they are concerned with the 
balance between production for the home market and production for 
export or are concerned only with production for the home market. 

If one assumes a closed economy, the pattern of production must 
obviously be related to the pattern of domestic demand. The original 
Rosenstein-Rodan proposition was to the effect that in a closed econo- 
my with unemployment, an entrepreneur could employ some of the un- 
employed with greater confidence if he knew that other employers 
were simultaneously offering employment in other industries; for his, 
workers would spend some of his outlays on buying their goods, but 
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their workers would spend some of their incomes on buying his. A par- 
allel proposition in the two-sector model says that if the two sectors 
trdde with each other, the expansion of the one can be brought to an 
end by ‘the stagnation of the other. These propositions have not been 
upset by any of the subsequent writing, most of which has merely 
demonstrated that, while demand and supply are linked, the link is not 
absolutely rigid. Some production can take place in advance of de- 
mand; innovating suppliers create demands which did not previously 
exist; in other sectors it is safe for capacity to lag behind demand; the 
availability of entrepreneurial talents will decide where demand may 
lag, and where it may go in advance; inventions usually bunch in a few 
industries, in response to shortages, rather than spread all over the 
economy; and so on. Much controversy has raged around such prop- 
ositions, not because they are controversial, but because economists 
like to be controversial. 

Maintaining a proper balance between production for the home mar- 
ket and production for export is a much more important. subject, be- 
cause failure to do this has serious consequences for the balance of 
payments, for prices, and for the growth rate of the economy. At- 
tempts to increase output faster than the growth rate of exports will 
support give rise to what the Latin Americans now call “structural 
inflation.” This literature, too, is much obscured by irrelevancies. Struc- 
tural inflation is not due to being underdeveloped, to having a high 
rate of population growth, to exporting mainly primary products, or to 
having difficulty in raising taxes; the British economy is the clearest 
contemporary example of structural inflation; and it has none of these 
characteristics. Neither is structural inflation due to investing more 
than is saved, or to running a budget deficit; these cause demand-pull 
inflations, whereas structural inflation is a cost-push phenomenon. ' 

A simple example illustrates the species. Suppose that a country pro- 
duces only two commodities, motor cars and wheat, and consumes only 
these two commodities. Suppose also that through technological prog- 
ress the output of cars is increased, but structural barriers hold down 
the output of wheat. The increase in real income increases the demand 
for wheat. This is met by importing wheat. Thus income generated in 
the production of cars is used to buy imports; there is a deficit in the 
balance of payments, and deflation in the home market, represented by 
a surplus of cars. This structural deflation is turned into structural 
inflation by the measures taken to right the balance of payments. De- 
valuation or tariffs or import controls will raise the price of wheat and 
therefore the cost of living, and so a cost-push inflation spiral will 

_ start. Four solutions are possible. One solution would be to’ reduce the 
output of cars to the level of home demand. This reduces employment 
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and damps the rate of growth of national income. We can call this the 
British solution, since this is what Britain has done regularly over the 
past fifteen years; it is also what Latin-American economists accuse 
the International Monetary Fund, rightly or wrongly, of wanting them 
to do. The second solution would be to go out into the world market 
and sell more motor cars. This is the Japanese solution. The rate of 
growth of the economy is then set by the degree of success in export- 
ing. The third solution would be to break the agricultural bottleneck 
and have balanced growth in the narrow sense of patterning domestic 
production on domestic demand. This is the Mexican solution. The 
fourth solution would be to force the public to consume what is being 
produced; namely, more cars rather than more wheat, whether by sub- 
sidizing cars, or by taxing wheat, or by some system of rationing. This 
was the old Russian solution. 

Only two of these solutions appeal to economists; namely, either to 
sell more exports or to break the bottleneck. Nothing in economic ` 
science can tell us a priori which is preferable, but great passions have 
been aroused by our prejudices. Economists reared in the free-trade 
tradition tend to look first for the opportunities for increasing trade; 
whereas a later generation, which learnt in the interwar years to be 
wary of dependence on exports, prefers to explore first the opportuni- 
ties for increasing the productivity of home supplies. Inefficient gov- 
ernments chose neither of these solutions. They either damp down 
growth or try to push ahead despite imbalances. The latter policy has 
produced its full crop of foreign exchange shortages, devaluations, and 
inflations. The process is cumulative; persistent cost-inflation discour- 
ages both exports and import substitution, so aggravating the foreign 
exchange shortage, and giving the spiral another push. Whatever mer- 
its a policy of persistent inflation may or may not have in a closed 
economy, in an open economy it can work havoc with employment and 
growth, by causing a country to price itself persistently out of world 
markets. A perpetually overvalued currency can be the chief. cause of 
economic stagnation. 

One of the advantages of input-output analysis is that it puts these 
problems into their proper framework. A projected increase in national 
income. results in projected increases in final demands. In balancing 
demand and supply for each commodity separately, the law of compar- 
ative costs is invoked (perhaps in the form of linear or preferably 
nonlinear. programming) to decide the appropriate balance between 
imports, exports, and production for the home market. Economists are 
asking whether the new “indicative planning” has really contributed 
anything to the rate of growth of the French economy. In less devel-. 
oped countries the making of such projections could not but improve 
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existing planning procedures, so long as good statistics are available 
and so long as projection is not confused with prophecy. I suspect that 
if such exercises were done correctly, most of the countries which have 
been concentrating on the home market would find that a shift to ex- 
ports would pay, and most of those now concentrating on exports could 
do better by giving more attention to import substitution. 


V. Unemployment 


One disturbing factor must be set against the high rates of growth of 
output and investment on which we have been congratulating our- 
selves; namely, the rising levels of unemployment in the underdevel- 
oped countries’. This cannot be documented because there are no reli- 
able statistics of unemployment, but it is everywhere a cause of con- 
cern. The phenomenon is unexpected, since rapid growth and high in- 
vestment ought not to increase unemployment but to reduce it. 

This unemployment is not due in the first instance to rising popula- 
tions. In a well-organized society, surplus population shows itself in 
disguised unemployment on family farms and in other traditional 
places, whereas what we are now talking about is unemployment of 
people working for wages and living in big towns. 

The simplest approach to understanding the causes of unemploy- 
ment is through the model which divides the economy into a growing 
modern capitalist sector and a traditional subsistence sector which 
feeds labor to it as required. Unemployment is growing rapidly for two 
reasons: first, because the traditional sector is expelling labor too rap- 
idly; and, second, because the modern sector is taking in too few be- 
cause it is too highly capital intensive. 

One reason why the traditional sector is discharging lator too rapid- 
ly is the unusually large differential between wages in the modern sec- 
tor and earnings in the traditional sector. We are used to assuming a 
differential of about 50 percent, and to assuming that the modern sec- 
tor can grow at a constant wage level. This seems to have happened in 
the nineteenth century, but in the twentieth century trade-union pres- 
sure, nationalistic governmental pressure on foreign enterprises, and 
the new social conscience of big entrepreneurs are combining to raise 
wages very sharply in the modern sectors of the developing economies, 
and it is now not unusual to find some unskilled workers in the modern 
sector earning three or four times as much as the average small farm- 
er. This causes a sympathetic increase in wages in traditional occupa- 
tions, and since productivity is very low in these occupations, employers 

TI have treated this subject more fully in “Unemployment in the Developing Areas” 


` in Proceedings of the Third Biennial Midwest Research Conference on Underdeveloped 
Areas (Chicago, 1965). 
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get rid of domestic servants and of the surplus clerks and messengers 
whom their businesses have traditionally sheltered. The high wages in 
the modern sector also attract people out of the countryside into the 
towns, where they manage to live by doing a few hours occasional 
work per week. 

Imbalance between the modern and the traditional sectors is not 
confined to wages. An important factor in Africa is the rapid accelera- 
tion in the output of rural schools, which are now producing more pri- 
mary school graduates than the rural economy is able to absorb at the 
wages they expect. So young people are flooding into African towns. 
The excessive rate of growth of a few towns is a problem throughout 
the underdeveloped world. This is compounded by errors of policy in 
industrial location and by concentrating development expenditures on 
these few large towns, making them much more attractive than the vil- 
lages and the small country towns in terms of water supplies, transpor- 
tation, schools, hospitals, electric light, and opportunities for unem- 
ployment relief. Holding the surplus in the countryside until required 
has always been a problem in developing economies. The British poor 
relief authorities gave it much attention at the end of the eighteenth 
century and the beginning of the nineteenth, and tried to prevent peo- 
ple from coming into the towns if work was not available. 

The other aspect of this problem is the high capital intensity of the 
new investment, not in the sense of the ratio of capital to output, 
which we have seen is low, but in the sense of the proportion of the na- 
tional income invested which is required to provide additional employ- 
ment for one more man. Most of these countries are surprised at how 
few people have found employment in the growing sectors of the econ- 
omy, especially manufacturing, mining, and transportation, despite the 
high investment which has been taking place. 

High capital intensity is appropriate when it embodies greatly supe- 
rior technology, without demanding very high skills. The Ohlin ap- 
proach to comparative costs puts us against high-capital intensities, 
but Ohlin’s model assumes that countries have the same technology 
and differ only in the relative scarcity of resources. In comparing de- 
veloping with underdeveloped countries, it is more appropriate to use 
the Ricardian version of the law of comparative costs, which stresses 
instead relative differences in productive efficiency. Now there is no a 
priori reason for developed countries to have a comparative efficiency 
advantage in capital intensive industries, and one can easily construct 
cases where the comparative advantage remains with the underdevel- 
oped country, even when the relatively higher cost of capital is taken 
into account. Since this result is unfamiliar, I am attaching an arith- - 
metical example as an appendix to this paper. 
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Economic theory offers no reason why development must increase 
rather than reduce employment. Capital investment as such must in- 
crease employment in a system with an infinitely elastic supply of 
labor, since it cannot pay in such a system to increase the ratio of cap- 
ital to labor. Just as important as capital investment, however, is the 
introduction of new technology. This may operate in either direction, 
but on balance tends to be laborsaving. Karl Marx asserted that the 
employment-destroying effects of new technology must more than 
offset the employment-creating effects of capital investment, but he 


produced no arguments in favor of this proposition, and proved to be 


wrong in the nineteenth century. It does not follow that he must be 
wrong in the twentieth century. The underdeveloped economies lag so 
far behirid in technology, that the opportunities for introducing labor- 
saving methods are immense, and it could well happen that the new 
employment created in the factories, in modern forms of transporta- 
tion, and in modern services could be more than offset by the employ- 
ment destroyed in handicrafts, traditional forms of transportation, and 
old-fashioned types of personal service, 

-This possibility is heightened by the tendency of wages to rise shatp- 
ly in the modern sector. The higher wages are, the more it pays to im- 
port cheap machinery from the developed countries, and therefore the 
less employment investment creates. Not only ‘are the newest indus- 
tries highly capital intensive, but some of the well-established older 
export industries, such as mines and plantations, are finding them- 
selves squeezed by their inability to pay the wages that are being de- 
manded and offered by more profitable enterprises; and the opportu- 
nities for import substitution are also diminished. Professors Lieben- 
stein and Galenson have urged upon us the desirability of high capital 
intensity in underdeveloped countries as a source of profits and there- 
fore of savings and investment. Unfortunately, that policy would be 
feasible only if the labor surplus remained disguised and could there- 
fore be ignored; it is not practicable when the unemployed are: roam- 
ing the streets and burgling your houses. Most developing countries 
have to give the highest priority to providing employment now rather 
than to maximizing consumption or income or employment i in ten yar 
time. 

Economists have also develi a theory of the desirability of as- 
sessing the real social value of a project by calculating with shadow 
factor prices differing from the actual factor prices. In the situation 
described, they would recommend calculations in which the existence 
of unemployment is recognized by attributing a low wage to labor, 


- below the actual wage. This is arguable on paper, but how does onè 


translate it into practice? Investment decisions are made, not by econ- 
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omists making calculations in government offices, but by private deci- 
sion-makers and by civil servants, all of whom are under pressure to 
produce at minimum costs in money terms, and the government does 
not possess the resources with which to subsidize labor so as to bring 
the wage down to the shadow price, or the. administrative capacity to 
substitute an effective licensing system for the price system of the 
market. The only way to achieve decision making on the basis of a low 
shadow wage is to have a low actual wage. 

Recognition of the connection between wages and employment has 
opened up a gulf between trade-union leaders and political leaders in 
new states, especially where the government is the chief employer of 
labor, or is concerned about the adverse effects of high wages on ex- 
ports, import substitution and employment, or even prefers high 
profits to high wages because it can tax profits more easily than wages. 
Governments have therefore begun to think in terms of an incomes 
policy. Minimization of unemployment requires that wages should be 
tied to average agricultural incomes at a level sufficiently high to pro- 
duce the labor required by the expanding nonagricultural sector, but 
not so high as to produce a great outflow which the towns cannot yet 
absorb. If at the same time vigorous measures are raising agricultural 
productivity, mass consumption will rise sharply, not merely because 
people are transferring from the lower level of the traditional sector to 
the higher level of the modern sector, but also because both levels are 
rising. Without some such policy, development must result in sharply 
increasing unemployment. 

We are back in the political sphere. Trade-unions are not likely to 
accept an incomes policy from governments in which they have no 
confidence, whether because the politicians are corrupt, indifferent, 
reactionary, or inefficient. Economists in the twentieth century usually 
call upon governments to redress the imperfections of the market, just 
as their forebears in the nineteenth century looked to the market to 
` replace the imperfections of the government. The last fifteen years 
have lengthened the list of things which governments can usefully do 
and improved the statistical and theoretical tools for making decisions, 
but only a handful of governments show promise of rising to their op- 
portunities. Here the economist must hand the development problem 
over to his colleagues in the other social sciences. 


APPENDIX 
1. Assume that before “Libya” adopts new technologies, the position is that 
one man produces 
in “Germany” 20 steel or 3 baskets > 
in “Libya” 1 steel or 1 basket 
Therefore “Libya” specializes in baskets. 
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2. Now introduce new technology to Libya. Assume that the factor propor- 
tions are the same in both countries, in physical terms, namely 

in steel 1 man-+1 capital 
in baskets 1 man + 0.25 capital 

3. Suppose, however, that capital makes much more contribution to steel- 
making than to basketmaking. The former is a simple operation, which 
Libyans can do as well as Germans, given the capital; but the latter (basket- 
making) is a skilled occupation, in which the Libyan output is still far short 
of the German, even with capital. The position is now that one man, with 
the appropriate capital produces 

. in Germany 20 steel or 3 baskets 

in Libya 16 steel or 1.75 baskets 

4. The difference is now smaller in steel than in baskets, but we cannot tell 
which should specialize in which without the relative prices of labor and capi- 
tal. Suppose that labor costs one mark in Germany, one franc in Libya. Sup- 
pose that a unit of capital costs, on a rental basis, 2 marks in Germany and 
3 francs in Libya. The relative cost of capital is higher in Libya because 
(a) it takes more labor to make a unit of capital, (b) capital maintenance is 
more expensive, (c) capital has a shorter life, and (d) the rate of interest is 
higher. 

5. Costs per unit can now be calculated. They are 
Germany, steel 0.15 marks; baskets 0.50 marks ` 

Libya, steel 0.25 francs; baskets 1.00 francs 
Hence steel is relatively cheaper in Libya than in Germany. 

6. The moral is that the Hecksher-Ohlin test (relative scarcity of factors) 
gives the answer by itself only if the production functions are the same (i.e., 
if Ricardian differences are absent). In normal cases one must combine 
Ricardo and Ohlin to get the right answer. 

7. The right answer will favor capital intensity in the countries which are 
short of capital if capital can be used without skill. As Leontief says, the real 
superiority of developed countries is not in capital intensive but in skill in- 
tensive industries, and though these two categories overlap, they are not identi- 
cal.. 











ECONOMIC GROWTH: INTERNATIONAL 
COMPARISONS 


ARGENTINA AND AUSTRALIA 


By ARTHUR SMITHIES 
Harvard University 


Introduction 


Argentina and Australia are both in the temperate latitudes of the 
Southern Hemisphere, both are inhabited by populations of European 
stock, both have endless expanses of agricultural land, but more than 
a third of their populations are metropolitan. Both have highly ambiv- 
alent feelings about the older and more populous Northern Hemi- 
sphere. They clearly invite comparison with each other. When I em- 
barked on this paper I had expected to use these obvious similarities as 
a background for startling contrasts. The paper, in fact, has turned out 
rather differently. The contrasts come in the preface and the conclu- 
sion; The main part of the story records similarities more than 
differences. 

In the spirit of the times, the focus of my attention will be the level 
and growth of GNP and per capita GNP. But not entirely in that spir- 
it, population increase deserves equal attention as a variable depending 
on the working of the economic and political system. Immigration has 
played a vital role in both countries, and whatever may be said about 
natural rates of increase, immigration has been a matter of conscious 
policy and has responded to the demand for labor in each country. But 
more than that, it has also been a factor in stimulating the demand for 
additional immigrants. 

Australia has always been aware of the political need to populate its 
vast estates lying on the edge of overpopulated Asia. But pursuit of its 
population objective has been constrained until recently by its insis- 
tence that its immigrants should be British. From 1810 on, political 
leaders in Argentina felt the need to increase population and to dilute 
the country’s Spanish blood as an assertion of its independence. The 
constitution of 1853 actually gave the foreign born privileges over the 
native born, such as exemption from military service. 

The emphasis on population has meant that the countries have been 
as much concerned with their total national products as with their per 
capita achievements. But the latter question has been by no means ig- 
nored. Emphasis on high wage rates has limited Australian immigra- 
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tion throughout, and it has helped to stop migration into Argentina in 
the postwar period. 
I am getting ahead of the story. In telling it, I am largely at the 
mercy of the statisticians but have refrained from reporting numerical 
conclusions that do not seem reasonable on more general grounds. My 
main sources have been the ECLA study on the Economic Develop- 
ment of Argentina, N. G. Butlin’s monumental research on Australia, 
and, of course, Colin Clark’s Conditions of Economic Progress, togeth- 
er with the official statistics in both countries. The main figures I have 
extracted from these sources are included in the appendix. 


The Beginning of the Century 


Since the ECLA figures begin with the period 1900-04, I take that as 
the starting point. In that period Argentina had a population of nearly 
5 million and Australia of a little over 4 million. Colin Clark estimates 
that in that period the gross product of Australia was 1,370m I.Us. 
and a per capita output of about 350. Projecting Clark’s later esti- 
mates back.by using the ECLA figures, I estimate that Argentina had 
a total product of 980m I.Us. and 200 per capita. In short, these indi- 
cators suggest that, at the beginning of the century, Australia was 
ahead in both respects. 

Another calculation, equally hazardous, supports this conclusion. 
ECLA estimates that in 1955 the Argentine gross product amounted to 
about 11 billion 1950 U.S. dollars. I am inclined to think that in 1955 
the Australian pound was still somewhat undervalued. Using an ex- 
change rate of 2.50 instead of the official rate of 2.20, and deflating 
from 1955 to 1950 by the U.S. implicit prime deflator, I put the Aus- 
tralian gross product at about 10 billions. The growth rates of the 
countries, to be discussed later, then indicate that the Argentine prod- 
uct was about 70 percent of the Australian at the beginning of the cen- 
tury. 

‘How did this difference come about? One can say with some 
confidence that in 1788, the year the First Fleet landed in Botany Bay, 
Argentina was well ahead of Australia, and the early years of the Aus- 
tralian settlement were not auspicious. However, during the next half- 
century Argentina was torn by internal convulsions, while Australia 
enjoyed a fabulous gold rush, and, more importantly, its own MacAr- 
thur developed the.merino sheep. Even Butlin, who is not given to 
overstatement, is prepared to say that by mid-century Australia had 
the highest living standard in the world. 

. During the second half of the nineteenth century, both countries in- 
creased their populations, with extensive immigration, three- or four- 
fold. But, again, Argentine history was marked by economic and politi- 
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cal instability. Australia, on the other hand, had an extraordinary in- 
vestment boom, which enabled it not only to provide for its rapidly in- 
creasing population but also to raise its per capita product to a modest 
extent. A substantial part of the investment resources came from Brit- 
ain. At that time, political conditions elsewhere, including Argentinian, 
made Australia appear a particularly safe haven for British invest- 
ment. . 

One should not get the impression that Australia followed a particu- 
larly coherent and well-designed policy at that time. The two major 
colonies, New South Wales and Victoria, pursued free-trade and pro- 
tectionist policies, respectively, and both seemed to do about equally 
well. Much of the public investment, especially in railroads, was ill de- 
signed, and much private investment went into speculative building. 
Nevertheless, progress was made; and without the benefit of statistical 
comparison, it seems entirely possible that Australia, despite its short 
history, had accumulated more capital by 1890 than had Argentina. 

In fact, the conclusion is borne out by such statistical evidence as 
there is. According to the ECLA study, the capital output ratio of Ar- 
gentina at the beginning of the century was about 4.1. Estimates by J. 
M. Garland and R. W. Goldsmith indicate that the ratio for Australia 
was about 4.3. In other words, the discrepancy between the capital 
stocks of the two countries corresponded to the income discrepancy. 

Two footnotes on the Australian expansion that are of general inter- 
est: First, the expansion took place under conditions of generally de- 
clining prices—something that would be regarded as highly improba- 
ble under contemporary conditions. According to Butlin’s deflators, 
prices were generally at least 10 percent lower in the 1880’s than in the 
1860’s. Second, increasing export income was not a main propelling 
factor in the expansion. Increases in primary production were offset by 
falling export prices. Although export earnings increased rapidly dur- 
ing the 1860’s and early 1870’s, they showed only a slight upward 
trend for the remaining twenty years of the period. The main expan- 
sionary force was public and private investment in Australia, under- 
taken by both Australians and foreigners. The main role of export in- 
come, in conjunction with capital inflows, was to pay for needed im- 
ports. It must be remembered, however, that a large part of the invest- 
ment undertaken was in the primary industries and in the transporta- 
tion that served them. This presumably would not have been undertak- 
en but for Australia’s prospects as an exporting country. 

Returning to comparisons between the two countries, there is no 
reason to suppose that differences in capital accumulation were the 
only factor making for income differences. Differences in physical en- 
dowments and human abilities may have also played a part. Australia’s 
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pastoral and agricultural resources are clearly greater than 
Argentina’s, but both countries have very low population “densities.” 
It seems doubtful whether either of them has encountered diminishing 
returns to land. Colin Clark’s figures indicate that wheat yields per 
hectare were about the same in both countries. In the mineral area, 
however, Australia had a decided advantage. I have no direct evidence 
on whether Anglo-Saxons are more effective workers or better manag- 
ers than Latins, An Australian trade-unionist, however, would be vehe- 
ment in his assertions that Italians—in fact all “foreigners’”—work 
too hard. 

There is, however, a piece of indirect evidence that I present for 
what it is worth. If it is true that the capital-output ratios of the two 
countries were about equal and if they were on the same (Douglas) 
production function, then one would expect their total outputs to be 
proportional to their work forces (populations). In fact, Argentina had 
a larger population and a smaller total output than Australia. On that 
basis, one can conclude that labor and capital are less effectively em- 
ployed in Argentina. This may be due to inferior natural endowments, 
management or labor skills, or labor utilization, éspecially in agricul- 
ture. 

The year 1890 was the end of the century for both countries so far 
as economic expansion was concerned. The last decade was one of seri- 
ous depression for both. I have no figures for Argentina, but Butlin’s 
Australian figures suggest that compared with it, the depression of the 
1930’s was relatively mild. While the depression was worldwide, Butlin 
maintains that misallocation of investment in Australia left the econo- 
my particularly vulnerable. The long expansion was not executed ac- 
cording to a coherent plan. But given time and an expanding economy, 
misallocation tends to cure itself. 

By the beginning of the twentieth century the distribution of pro- 
duction of the two economies was not dissimilar. Primary industries, 
including mining, accounted for over 30 percent of the gross domestic 
product, while manufacturing and construction amounted to about 20 
percent. Statistics of other production categories are not arranged in a 
comparable manner. 

The major differences appear to have been in the ratios of capital to 
labor or in productive efficiency. The differing capital-labor ratios also 
imply that, while the total shares of property and labor may not have 
been widely different, the level of real.wages per man in Australia was 
considerably higher than in Argentina. The early rise of trade-union- 
ism in Australia compelled it to compromise throughout its develop- 
ment between fostering immigration and maintaining high levels of 
real wages at home. We shall see that this problem confronted Argenti- 
na at a much later stage of the proceedings. . 
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Expansion 1900-29 


For the quinquennium 1925-29 the gross domestic product of both 
countries, estimated in the same way as before, was about equal and 
stood at 3000m I.Us. The population of Argentina had risen to about 
11 million and that of Australia to about 6 million. The per capita 
product of Argentina was thus about 270 I.Us. and of Australia about 
500. 

Clark’s estimates, however, show a much faster rate of growth for 
Australia than do Butlin’s. Comparing the rates of growth of Butlin’s 
series with the ECLA series, the gross product of Australia grew 91 
percent during the period while that of Argentina increased 210 per- 
cent. Their populations grew, respectively, 56 percent and 120 percent. 
Australian per capita output grew by 23 percent, while that of Argenti- 
na grew 35 percent over their entire period. 

Even though Argentina may well have exceeded Australia in rates of 
increase, its per capita output remained well below that of Australia. 

The Argentine expansion up until World War I must have been one 
of the most dramatic episodes in the history of development. Immi- 
grants poured into the country at the rate of over 250,000 a year in 
some years. By 1914, about 30 percent of the population was foreign 
born. Foreign capital flowed at an equally impressive rate and ac- 
counted for over 40 percent of total investments. From 1905 to 1914 
total investment amounted to 45 percent of gross product, which in 
turn grew by about 80 percent in a decade. The investment was widely 
distributed, but the largest portion went to housing and commerce, 
with the rest being distributed among transportation, manufacturing, 
and agriculture. Exports increased by 50 percent during the period but 
were less important than domestic investment as the demand stimulus. 

In comparison, Australia had a sluggish period, especially in the first 
years of the century. It was an exporter of both capital and people, 
and net immigration remained modest throughout the period. Why 
capital emigrated after 1900 but immigrated during the late 1890’s I 
cannot make out. The export of capital, however, took place in the 
context of increasing export income and less rapidly increasing im- 
ports. We have no information about the gross flows; so it is impossi- 
ble to discuss the attitude of long-term investors. Nevertheless, it is 
clear that Australian governments were not willing to borrow abroad 
or foreigners were unwilling to invest in Australia to an extent that 
would convert the current account surplus into a deficit. There is evi- 
dence that the declared intentions of the Australian Labor Party had 
little appeal to foreign investors. The country developed on its own re- 
sources and the impelling factors were increasing export income and 
probably the new protectionist policy established on a nationwide basis 
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after the founding of the Commonwealth in 1901. Despite the lack of 
capital from abroad, the gross product increased 45 percent between 
1900 and 1914. 

The outbreak of the World War I brought development in both 
countries to a halt. In both countries gross domestic product was lower 
in 1915-19 than it had been during the previous five years. In Argenti- 
na the cause seems fairly clear. Both foreign investment and immigra- 
tion fell to very low levels, and these declines could easily account for 
the decrease in domestic investment. The reasons for the Australian 
decline are less clear, since those factors were not particularly opera- 
tive. My guess is that a basic reason may have been the lack of im- 
ports of equipment needed for expansion—even though the value of 
total imports did not decrease. This must also. have been a factor in 
Argentina. Furthermore, neither country was in an industrial position 
to undertake extensive import replacement, nor apparently were they 
called upon to supply goods for the war. In Australia even pastoral 
production declined during the first two years of the war. 

After the war both countries resumed expansion, with increasing ex- 
port income as a main stimulus in the initial postwar years. But pros- 
perity was sustained, particularly in Argentina, to the end of the peri- 
od by domestic investment, undertaken both by nationals and foreign- 
ers. Immigration to Argentina never reached anything like its prewar 
dimensions, and Australia’s efforts to encourage immigrants and settle 
them on the land were a dismal failure. l 

Over the period both countries had reduced the importance of pri- 
mary production in their economies and had increased that of indus- 
try. Australia had moved further in that direction, probably as a result 
of its protectionist policy. Argentina had maintained a liberal import 
policy throughout. 

Looking at the period as a whole and very generally, the dominant 
impression one gets is one of scale expansion of both economies. In the 
Argentine case the expansion was dramatic; in the Australian modest. 
The decisive factors accounting for the difference seem to me to be im- 
migration and foreign investment. Argentina had more of both. I see 
no reason to believe that had Australia followed the same wage and 
immigration policies as Argentina, its growth would have been as rapid 
or even more rapid. 


Depression and War, 1930-45 


The depression of the 1930’s was regarded in both countries as the 
worst misfortune that had befallen them. Memories were too short to 
go back to the depression of the 1890’s, and looking at the scene with 
the cold eye of an aggregationist, the Australian gross product decreased 
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less than 3 percent between 1925-29 and 1930-34 and that of Argentina 
showed only a slight tendency to decrease. By 1935-39, the Australian 
had increased by nearly 12 percent and the Argentine by nearly 20 per- 
cent over the predepression figure. 

Both countries suffered sharp reductions in export income. Immigra- 
tion ceased or reversed itself. The flow of foreign capital stopped 
abruptly. The balance of payments of neither country was in a state to 
permit increased foreign indebtedness. The impact in Australia can be 
judged from the fact that in the last two years of the twenties, its in- 
crease in foreign indebtedness was just about equal to its gross domes- 
tic investment. 

Argentina turned to an avowedly protectionist policy. Australia con- 
tinued its high tariffs, and in addition was forced at the outset of the 
depression to devalue its currency by 25 percent in relation to sterling. 
Furthermore, by now both countries had acquired an economic base 
for industrialization, which was not the case when they suffered the 
impact of World War I. 

Shortage of necessary imports, however, retarded industrialization 
during the actual course of the war, and in Australia, the national war 
effort placed severe restrictions on expansion of the private economy. 

At the end of the war the stage was set for rapid expansion. Both 
countries ended the war with plentiful foreign exchange views and 
plentiful internal demand piled up during the war. Another period of 
parallel advance seemed likely. But a diabolus ex machina appeared in 
Argentina. 


The Postwar Period, 1949-64 


In the fifteen-year period from 1945-49 to 1959-63, Australia’s gross 
product grew by 90 percent, its population by about 35 percent, and 
per capita output by about 41 percent. During the same period, 
Argentina’s gross product grew 41 percent and its population by 31 
percent and its per capita product by about 8 percent. Australia expe- 
rienced one of the most successful period of its history, and Argentina 
one of its most disastrous. 

Australia’s economic policy since the war has been dominated more 
by the political mandate to maintain full employment than by the need 
to carry out an explicit long-term policy. Furthermore, the view has 
been widely held that a policy of continued full employment from year 
to year renders a long-run strategy unnecessary. 

The 1945 government White Paper stated in its succinct first sen- 
tence that “full employment is a fundamental aim of the Common- 
wealth Government.” The general philosophy of the White Paper was 
that if full employment is continually maintained, high levels of de- 
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mand will stimulate capital investment, technological progress, rising 
living standards, and economic growth. While the prescriptions of the 
White Paper have been somewhat modified, the mandate to maintain 
full employment has had a decisive influence on government policy. It 
has evoked a tolerance of booms and an intolerance of even mild reces- 
sion that persisted until 1960.. 

Nevertheless, long-term policies were not absent. In 1947, an exten- 
sive immigration program was commenced. While its main motivation 
was probably defense, the government also felt that Australia’s eco- 
nomic future could not be ensured with a small and aging population. 
Even though the original target of 200,000 a year has not been 
fulfilled, immigration has contributed two-fifths of the total population 
increase of 2%4 million that has occurred since the war. 

Other long-term policies have included the traditional ones of re- 
source development by public authorities, increased social services, 
and protection for secondary industry. Protection was achieved, not 
only by the tariff, but, more potently, by quantitative restrictions on 
imports. A further long-term policy has been reflected in the tradition- 
al encouragement of residential building either through direct govern- 
ment construction or the provision of cheap credit for private con- 
struction. 

Within this context, the private economy was allowed to have its 
head but was pulled up abruptly from time to time when the pace got 
too hot. In the early postwar years, stimulus was provided by the de- 
ferred demands accumulated during the war. Then the Korean wool 
bonanza, with its direct stimulus to demand and its effects on the liquid- 
ity of the economy, generated severe boom conditions, which pro- 
duced the inevitable balance-of-payments crisis. The boom was quelled 
by fiscal and monetary restrictions, but the restrictidn was not carried 
far enough to produce appreciable unemployment. 

Instead, the balance of payments was protected by the imposition of 
general import restrictions, which had previously been applied only to 
imports from the United States and Japan. 

Direct import controls, while imposed for balance-of-payments pur- 
poses, proved to be a more powerful instrument of protection than the 
tariff. The restriction not only promoted production in Australia of a 
wide range of restricted imports, but they induced foreign firms and 
foreign capital to undertake a large part of the import replacement. 
The consequent inflow of foreign funds has been a major factor in per- 
mitting the balance of payments to run a substantial current account 
deficit amounting on the average to about 20 percent of imports. 

Throughout the 1950’s the combined effects of import replacement, 
population growth, and the insatiable demands of the public for auto- 
mobiles and other durable goods kept the economy at high levels of 
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production and employment. In fact, boom conditions prevailed from 
1953 to 1956, when again the balance of payments compelled the au- 
thorities to take restrictive monetary and fiscal action after foreign re- 
serves had fallen to a figure that was apparently considered dangerous- 
ly low; and imports were rapidly increasing despite the controls. Gen- 
eral restrictions, however, were not carried far enough to warrant the 
removal of import controls. 

The economy was also supported by a rising trend in export income 
over the period. Although protection, inflation, and a fixed exchange 
rate involved discrimination against exports and although export prices 
had a marked downward trend, both the quantity and value increased. 
This was made possible by sustained investment in the export industries 
and strikingly improved methods, which were the fruits of public, pas- 
toral, and agricultural research. 

The subsequent boom, culminating in 1960, ran the familiar course, 
but the methods of dealing with it were highly unorthodox by previous 
standards. In February, 1960, import restrictions were completely re- 
moved in order to absorb excessive domestic demand and hence curb 
the boom. The flow of imports was far beyond expectations. The mild 
fiscal and monetary measures failed to halt the boom as rapidly as de- 
sired. This prompted the severe restrictions of November, 1960, which 
ushered in the first serious lapse from full employment since the war. 
Expansion has now been resumed, exports have increased, but imports 
are increasing rapidly. The cyclical pattern of growth is probably con- 
tinuing. 

Prices increased spectacularly by Australian standards up till 1952, 
particularly in 1951 and 1952, when the consumer price index rose by 
nearly 40 percent. After that the price increase has averaged about 3 
percent annually. In assessing the effects of internal policies, such as 
those of the Arbitration Commission, on the price level, it is well to 
bear in mind that a very considerable price increase could only have 
been avoided had the Australian pound been appreciated before 1951. 

Argentina began the postwar period with the possibility and the 
promise of a period of industrial expansion comparable to that of Aus- 
tralia. It had laid the foundation for industrialization and the world 
was hungry for its major exports. In fact, from 1943 to 1949 industrial 
production increased by about 40 percent and industrial employment 
by about 30 percent. 

Peron’s policy, however, was not simply industrialization. It was de- 
signed more to increase the numbers of the urban masses and to win 
their political support. A major instrument for pursuing both objec- 
tives was to increase real wages. In fact, real wages were doubled be- 
tween 1943 and 1949. 

The doubling of real wages was accomplished by discrimination 
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against industrial profits and agriculture. Wage payments increased 
between 1943 and 1949, from 44 percent to 56 percent of the national 
income. Levies on agriculture were achieved by compulsory purchase 
of agricultural products by IAPI and by a progressively overvalued - 
currency. Industrial profits were lowered through price controls and by 
government settlement of labor disputes in favor of unions. 

The agricultural policy meant severely declining production and 
falling exports in face of rapidly increasing imports. By 1949, the sub- 
stantial export surplus of earlier years had become a persistent import 
surplus. Needless to say, the balance of payments was not relieved by 
an inflow of foreign capital. The situation demanded some easing of 
the exploitation of agriculture, so that the burden of the wage bill fell 
increasingly on industrial profits and foreign reserves. But neither 
Peron nor his successors have succeeded in restoring exports to ade- 
quate levels. This failure, in conjunction with the absence of foreign 
investment, has severely limited the imports needed for continued ex- 
pansion. 

Any sophomore could have told Peron that he was raising real wa 
far above the marginal product of labor at full employment. But un- 
fortunately no sophomore had his ear. 

From 1948 till the fall of Peron, industrial production remained vir- 
tually constant, with increases centered on machinery and electrical 
apparatus, stimulated by exchange controls that severely curtailed im- 
ports. Production remained constant despite considerable but declining 
gross investment in industry. However, taking into account the official 
estimates of depreciation allowances at replacement costs, net invest- 
ment was considerably smaller. 

Since industrial employment failed to increase, increasing employ- 
ment was provided by public bodies. The most glaring example was the 
increase in employment in the railroads from 150,000 to 310,000. 
However, government expenditures did not increase sensationally. In 
1943, government consumption and construction accounted for 13 per- 
cent of the GNP and in 1955, for 17 percent. Increased government 
employment was achieved at the expense of the level of government 
salaries. 

Between 1943 and 1955, wholesale prices and the cost of living rose 
by about 600 percent and 700 percent, respectively. While inflation 
was open to this considerable extent, it was also suppressed by price 
controls and overvalued (multiple) exchange rates. Labor policies re- 
duced labor mobility and workers’ productivity. The combined effects 
of inflation and labor policy undoubtedly resulted in widespread 
inefficiency and help to explain why substantial investment was associ- . 
ated with a stagnant output. 
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At the time of his ouster in 1955, Peron, thus, had a number of eco- 
nomic achievements to his credit. He had crippled Argentina’s export 
industries; he had established impossible wage rates and widespread 
inefficiency in industry; and he had deprived Argentina of one of its 
main sources of support in the past, foreign investment. Under those 
circumstances there was no need for, or inducement to, immigration to 
replenish the labor force. 

After Peron fell, the revolutionary government removed direct price 
controls and addressed itself to the export problem by raising the ex- 
change rate applied to exports. Between 1955 and 1958 the volume of 
exports increased by about 25 percent, but at the same time dollar ex- 
port prices fell by about 16 percent. However, the exchange rate ad- 
justments meant that export income in terms of pesos increased four- 
fold over the period. 

The government attempted to restrain inflation by resisting wage 
increases and preventing the quantity of money from increasing. But in 
1958, with the advent of the Frondizi government, wage restraint was 
abandoned. A 60 percent increase was granted in May and open infla- 
tion accelerated. By the end of 1958, wages had doubled compared with 
1955 and prices had increased somewhat less. 

The combination of inflation and declining world prices made a 
large devaluation imperative. It was undertaken in January, 1959, and 
export income in pesos increased almost threefold for the year. In the 
same year the cost of living more than doubled, but the policy of wage 
restraint held wage increases to less than 60 percent. 

At the same time, the policy of monetary restraint produced a de- 
cline in industrial production during 1959. Monetary expansion was 
resumed and open inflation continued. A domestic industrial boom was 
fostered by a combination of heavy protection and other financial in- 
ducements to the automobile industry. With the currency again becom- 
ing overvalued, export production failed to increase, and the contrac- 
tion of imports achieved by the devaluation evaporated despite con- 
tinuing policies of high protection. Increasing demand for credit led 
Argentine borrowers to seek large amounts of credit abroad. Wages 
steadily gained on prices, and by 1961 industrial production was only 
5 percent above its 1958 level. 

In March, 1962, the 1958 remedy was repeated with greater severi- 
ty. The exchange rate on the dollar was raised from 82 to 135, anda 
severe policy of monetary and wage restraint was imposed. The credit 
restraint operated with particular severity because Argentine borrow- 
ers had to raise money at home in order to meet their foreign obliga- 
tions at the depreciated exchange rate. This drain of credit produced a 
severe liquidity crisis. Government deficits continued unabated and the 
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need to finance them by central bank credit seriously curtailed the 
amount of credit available to the private sector. 

The result was severe contraction of production and employment. At 
the same time, the effects of devaluation in raising prices directly and 
in increasing export income produced domestic inflation at an annual 
rate of about 30 percent, with wages lagging considerably behind 
prices, so that a substantial reduction of real wages took place. The 
price rise following devaluation was much smaller than in 1958, but 
the degree of deflation imposed on the economy was much greater. The 
1962 devaluation increased exports and reduced imports, so that a cur- 
rent account surplus was achieved in 1963. General recovery was ap- 
parent in 1964. How far it can go before the next balance-of-payments 
crisis is a matter for conjecture. 

In my opinion, the country has not yet escaped from the legacy of 
Peron. It will not fully escape until its export industries recover 
sufficiently to pay for needed imports and to give confidence to foreign 
investors. 

_ By the end of the period the wheels of fortune had turned so that 

Australia was again ahead of Argentina with respect to total product, 
and further ahead per-capita-wise than it was at the beginning of the 
century. 


General Observations 


I conclude with some observations derived from comparison of the 
two economies over the entire sixty-year period. 

First, the periods of most buoyant growth of total product—of Ar- 
gentina in the first decade and of Australia in the last—were associa- 
ted with large-scale foreign investment and rapid immigration. The as- 
surance through immigration of an elastic labor supply probably en- 
couraged foreign investment; and domestic savings were inadequate to 
accommodate rapidly increasing populations. Neither country has 
shown the capacity to sustain an aggregate rate of growth of more 
than 4 or 5 percent annually over extended periods. This should be a 
sobering thought for countries that expect to attain higher aggregate 
rates under far less favorable conditions. 

Second, neither country has been a spectacular performer, over long 
periods, with respect to per capita output. Capital-labor ratios appear 
to have remained remarkably constant in both countries throughout 
the period. In some periods increasing world demand for exports has 
increased per capita output, but there have been subsequent periods of 
decline. Foreign investment and immigration may have been important 
factors contributing to productivity increases. Both countries, when 
left to themselves, seem to get hampered by restrictive business and 
labor practices. 
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Third, exports have played varying roles over the period. In some 
periods increasing exports have provided a direct stimulus to growth, 
through their multiplier and accelerator effects. But both countries 
have shown the capacity to.grow without this ‘stimulus. On the basis of 
the evidence of the whole period, I am inclined to stress the impor- 
tance of exports as the means of procuring the imports needed for ex- 
pansion and for giving foreign investors assurance of the credit worthi- 
ness of the countries. 

Fourth, the policies of the two countries in the postwar period, 
though very different in outcome, were not so different in conception. 
Both involved import substitution stimulated by indiscriminate protec- 
tion and, necessarily, discrimination against exports. By the exercise of 
a modicum of restraint, Australia managed to maintain exports and 
therefore its imports, at an adequate, and even increasing, level. It 
seems likely to be able to continue on its course, even though the easy 
stages of import substitution may be over. Argentina, on the other 
hand, carried its policies to extremes, and the damage it did to its ex- 
ports has deprived it of the imports needed for continued expansion. It 
has thus reached an impasse which I think its previous history reveals 
to have been entirely unnecessary. The burden of proof is on those 
who contend that its present difficulties are not attributable to its gov- 
ernment policies, especially in the Peron period. 
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STATISTICAL APPENDIX 


ARGENTINA 
INDEX NOMBERS 


(Five-year Averages) 




















Sources: ECLA 1900-54 and official statistics 1954-63. 

I have used total population rather than labor force employment or man-hours because of 
the difficulty of obtaining long series of the latter, especially for Argentina. I have no reason 
to believe that use of popula historically affects the comparison between the two countries. 

It will be noted that I have not used investment ratios on marginal output capital ratios as 
a basis for comparison. Where the relative prices of capital goods and consumers goods change 
over time, both of these ratios depend very much on the choice of weighting factors, and fac- 
tors that produce a high investment ratio produce a low output-capital ratio. Therefore 
there does not seem to be much point in attempting to decompose the growth rate into the 
product of these ratios. 

The quantitative effect of different weighting factors in Argentina has been discussed by 
Alexander Ganz and by Rolf Hayn in the references cited. 


AUSTRALIA 
INDEX NUMBERS 


(Five-year Averages) 











/1 - 4/5....... 
5/6 =- 9/10...... 121 109 111 (1903) 460 
10/11-14/15...... 145 117 124 
15/16-19/20...... 140 130 108 (1915) 470 
20/21-24/25...... 179 141 126 
25/26-29/30...... 191 156 ; 123 
30/31-34/35...... 186 159 117 (1929) 530 
35/36-39/40...... 220 174 126 
40/41-44/45...... 257 185 139 
45/46-49/50...... 304 202 150 (1947) 395 
50/51-54/55...... 395 223 177 
55/56-59/60...... 483 262 184 (1956) 475 
60/61-62/63...... 574 270 213 





Sources: Butlin, 1900/01-1938/39 and official national accounts figures in constant prices 
1948 /49-1962/63. Butlin’s figures linked with official series by deflating official current values 
by a combination of official retail price index and wholesale price index; with weights 2 and 1. 
The resulting figures look suspiciously high. However, Colin Clark gets almost identical results 
but possibly uses similar methods. The Commonwealth statistician tells me there is no valid 
method of lin king the Butlin series with the official postwar series. Capital per capita ratios 
are estimates by Garland and Goldsmith. 


RECENT ECONOMIC EXPERIENCE IN INDIA AND 
COMMUNIST CHINA: ANOTHER INTERPRETATION 


l By Swney KLEN 
Rutgers—The State Tee) 


LI nreo ; 


For the past fifteen years, comparisons of the economic organization 
and development of India and Communist China have had a strong 
fascination for analysts in many parts of the world. The similarities of 
the economic structures of and problems faced by the two most popu- 
lous nations on earth and the sharp contrast offered by their economic 
doctrines have been grist for numerous articles in many languages. 
Perhaps the best known and most influential in the English language 
has been that by Wilfred Malenbaum published in the June, 1959, 
A.E.R. In it, Malenbaum concluded that in the years immediately 
preceding and in the years of each of their First Five Year Plans 
(FFYP), 1950-56 for India and 1950-57 for China, China’s perform- 
ance dwarfed that of India’s by a considerable margin. Many other 
economists, writing at the same time, came to similar conclusions. I 
could not, on the basis of the data available, agree with them then, nor, 
on the basis of somewhat more data and a little more hindsight, can I 
agree with them now. The functions of my paper today are to: briefly 
review the years 1950-57 so as to take into account recent scholarship 
by others; evaluate selected major developments since 1957; and offer 
some conclusions on the subject of Indian vis-à-vis Mainland Chinese 
economic progress since 1950. 


Il. Developments 1950-57 


As all students of the subject agree, the statistical data issued by 
both governments have left and still leave much to be desired quantita- 
tively and qualitatively. Particularly relevant to the question of their 
respective growth rates are the accuracy of the data in the base years 
and the relative strengths of the upward and downward biases in the 
data for subsequent years. In the case of. China, studies completed 
since 1959 almost uniformly point to sharp upward biases in the 
official data and cast serious doubt on the accuracy of the large in- 
creases in gross national product, investment, and physical output re- 
ported for the years 1950-57. In one study of the statistical system, it 
was found that in predominantly agricultural China, up until 1958, 
regular statistical services to cover the agricultural sector had never ` 
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reached down to the county much less the town and village level; and 
in late 1957, the director of the State Statistical Bureau had been 
forced to admit that they were not even clear about such basic agricul- 
tural data as the size of the territorial area of and the amount of culti- 
vated land in China. In the study, the conclusion was reached that for 
the first five years, i.e., from 1949 to 1954, the official statistics are 
poor estimates, with the exception of those for state and joint indus- 
trial enterprises, which had higher but widely varying degrees of re- 
liability. 

Another study which dealt exclusively with industrial enterprises 
found upward biases due to the concept of the gross value of output 
used, pricing practices, and changing coverage. While unable to deter- 
mine the exact magnitude of the identified biases for any one year, the 
researcher was able to state that their impact on the official indexes op- 
erated throughout the whole period and, becoming more pronounced 
after 1958, exerted a greater upward influence on the official data 
thereafter. Still other studies of China’s national income completed 
since 1959 Have yielded estimates for one or more of the years between 
1952 and 1559 which, to varying degrees, have been below those 
claimed in the official data, 

On the Indian side, it has been observed by students of that nation’s 

_ Statistics that, similarly to China’s, they have required and still require 
invocation of the doctrine of caveat emptor. It is apparent that neither 
the absolute data nor the index numbers issued by the Indian govern- 
ment warrant confidence with respect to their accuracy for a wide vari- 
ety of reasons, including, in a number of cases, being strikingly mu- 
tually incompatible. In the late 1950’s and in the early 1960’s, in pre- 
dominantly agricultural India, the Ministry of Food and Agriculture 
cautioned against overreliance on its absolute data, because variations 
in coverage and changes in the method of estimation had made many 
of the years noncomparable. Further, for lack of sufficient detailed in- 
formation as to what specific techniques had been used to create a 
number of its index numbers, it has not been possible for outsiders to 
verify the calculations which lead to them. Other Indian ministries is- 
sued roughly similar caveats about their data and raised similar doubts 
in the minds of outsiders. The reticence of the Indian government to 
make technical information known which a priori one would expect to 
be innocuous, by the early 1960’s led one close observer to the suspi- 
cion that a drastic downward revision in the government’s assessment 
of India’s progress over the past ten years was in process, and that it 
was being carried out under the guise of a correction for noncompara- 

__ bility. Still more recently, a study published in August, 1964, dealing 

with food grains production from 1949-50 to 1960-61, indicates that 





ECONOMIC GROWTH: INTERNATIONAL COMPARISONS 33 


actual production may have been only two-thirds. to three-fourths that 
shown in the official data, even after adjustments for variations in cov- 
erage and statistical methods employed. 

The most significant point which emerges from these studies of the 
statistics of India and Mainland China is that we have been hasty in 
rendering judgment on the issue of their relative rates of growth 
through 1957; and as we shall see below, should not duplicate this 
error by hastily rendering a strong official-data-oriented judgment on 
the issue of their relative rates of growth since then. Perhaps the most 
conclusive proof of the inadequacies of the official data for this pur- 
pose and the folly of accepting any more than their general tenor, if 
indeed even that, are the major developments which have occurred 
since 1957. 


III. Developments Since 1957 


According to the official data, between 1957 and 1962, national in- 
come and per capita income in India increased by 22.8 percent and 
10.3 percent, respectively, or, on the average, by 3.8 percent and 1.7 
percent per annum, respectively. While not unrespectable, these per- 
formance. data seem to be dwarfed by estimates of China’s perform- 
ance based on official data over the same period. In the Middle King- 
dom, between 1957 and 1959 national income and per capita income 
increased by 31.1 percent and 27.0 percent, respectively, or by 15.6 
percent and 13.5 percent annually, respectively. The performance gap 
in the macroeconomic data seems to'be reflected in and supported by 
the individual production data issued by both nations. However, the 
tenor of these data is not supported by developments in these two na- 
tions not subject to complete statistical control by their governments. 
This is particularly true of China. In at least three major categories, 
common problems have been encountered and deficiencies have been 
registered which indicate to this observer that the development of their 
economies has been and the structures of their economies are more 
nearly alike than has been generally believed; and that the sharp con- 
trasts in performance alluded to by earlier writers overstates whatever . 
differences in development and structure may actually exist. The com- 
mon problems are: 

1. Major Failures in Their Industrialization Efforts. The year 1959 
is the last one for which the Chinese Communist Party (C.C.P.) has is- 
sued a relatively full set of economic statistics. From 1960 to the pres- 
ent, in accordance with its explicitly stated policy of issuing only data 
which reflect favorably on them, they have issued very few statistics of 
any sort. However, in spite of the data blackout, it is known that even 
in 1959, to say nothing of later years, grave inefficiencies and disloca- 
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tions due to lack of coordination among the various sectors of the 
economy and within the branches of industry occurred. In the years 
1959 through 1962, machinery and equipment in a number of indus- 
tries had to lie idle for long periods because the industries had so ex- 
panded that they were able to produce more output than the inputs re- 
quired for them which were available. In various industries, wide- 
spread attempts to economize on the use of critically important raw 
materials (e.g., coke and silicon in the production of steel) resulted in 
large quantities of substandard output. Continued misuse of and fail- 
ure to maintain adequately machinery and equipment in 1959 and sub- 
sequent years resulted in increasingly numerous reports of breakdowns 
of industrial equipment and transportation facilities; and their contin- 
ued inoperability for long periods of time. The few data available indi- 
cate that in 1960, 1961, and 1962, industrial production declined by at 
least 10 percent in each year and more probably closer to 15 percent. 
In September, 1962, the C.C.P. was forced to recognize its inability to 
continue its industrialization drive and it directed that henceforth, for 
an unstated period of time, the limited resources at its disposal were to 
be invested in agriculture rather than heavy industry. For 1963 and 
1964, the C.C.P. claimed substantial improvements in percentage or 


qualitative terms in the output of agriculture-related industries, such - 


as chemical fertilizer and simple agricultural machinery, and only mod- 
est increases in others. 


` 


In statistically more “open” India, roughly comparable industrial ` 


failures took place. Between 1956 and 1961, serious production fail- 
ures occurred in thirteen industrial lines, some of which warrant de- 
scription as being of crucial importance to India’s industrialization 
efforts. The outright failures in these lines and failure to maximize 
production in others were due to a wide variety of specific reasons sim- 
ilar to those which operated as development drags in China. Essen- 
tially, these drags were technical and administrative inexperience or in- 
competence in the construction and operation of the plants. The inex- 
perience and incompetence resulted in not only lower production levels 
but considerably higher production costs than originally anticipated. 
Indicative of how poorly executed the industrial effort was is that in 
spite of a monetary investment approximately 30 percent above the 
Plan estimates, the physical targets attained in industry were only 85 
percent to 90 percent of Plan. 

2. Major Failures in Agriculture. In China, despite grain production 
having increased from 108 million metric tons to reportedly successive 
all-time highs of 250 and 270 million metric tons in 1958 and 1959, 
respectively, in the years 1959 through 1963 there were numerous 
widespread reports of severe food shortages. In 1960 and 1961, sharp 
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increases in the incidence of illness caused by malnutrition were re- 
ported. Still other evidence of food shortages in this period were occa- 
sional pillaging of rice stores, increased flaunting of authority in re- 
mote places, and the development of illegal markets. The food situa- 
tion was reportedly so critical in China that between December, 1960, 
and the end of 1963, it was necessary to import 16 million metric tons 
of grain; and, as of mid-1964, an additional 5.45 million metric tons 
were scheduled for delivery prior to the end of this year. Thus, by De- 
cember 31, 1964, China will have imported nearly 2144 million tons of 
grain over a forty-nine month period, or about 5.3 million metric tons 
per year on the average. While the agricultural crisis in China did not 
necessitate large-scale imports of industrial raw materials of agricul- 
tural origin, it did require sharp reductions in the exports of these 
goods. 

In India, the agricultural situation was roughly the same despite the 
tenor of many of the official data. Despite increases in aggregate and 
per capita food production between 1957 and 1962, it was necessary 
for India to import 23.2 million metric tons of food grains or an aver- 
age of 3.9 million metric tons per year. Assuming an average popula- 
tion of 432 million for India during the period and an average popula- 
tion for China of 714 million for the years 1961 through 1964, inclu- 
sive, then grain imports per capita on the average for each of the 
years in these different but partially overlapping periods were .00895 

‘metric tons for India and .00736 metric tons for China. Although—or 
perhaps because—larger grain imports per capita occurred in India 
than in China, there were not the same reports of desperate acts or 
desperate situations within India that emanated from China. Also, al- 
though it was nécessary for India to import more food per capita than 
China, unlike China it was both necessary and possible for India to 
import relatively larger quantities of capital goods and industrial raw 
materials as well. This will be discussed in greater detail below. Suffice 
to note now that as in China, the food imports required consumed 
some foreign exchange which otherwise would have been used to un- 
derwrite India’s industrial efforts. Were it not for US PL 480 which 
permitted successively larger food purchases by India from 1956 on 
with Indian currency, the foreign exchange drain attributable to food 
and other agricultural products would have been considerably larger. 
Aid from the U.S. and other friendly nations permitted and sustained 
industrial growth in India which otherwise would have been severely 
inhibited, as in fact it was inhibited in China for lack of the same ex- 
ternal assistance. This brings us to what may be the crux of the ques- 
tion of Indian vis-à-vis Chinese economic growth since 1950. ` 

3. Major Dependence on Foreign Aid. Both before and after 1957, 
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India and China were extremely dependent on foreign aid in connec- 
tion with their industrialization efforts; and without this foreign aid 
the efforts of both would have ended in failure. With respect to China, 
during the years 1950-57, inclusive, the total value of Russian exports 
was U.S. $4.9 billion, while the total value of the loans extended was 
U.S. $2.8 billion plus the costs incurred in sending up to 10,800 Rus- 
sian technicians to work in China, 1949-57, and the cost of trans- 
porting and maintaining 13,600 Chinese students and workers in Rus- 
sia, 1951-57. If one arbitrarily assumes an average cost of U.S. $1,200 
per person per year, then the entire cost of the technical services and 
training involved was no more than U.S. $230 million. . 

The Russian exports consisted of equipment vital to China’s in- 
dustrialization program. In 1957, for example, 50 percent of the Soviet 
exports consisted of industrial machinery and equipment, with the re- 
mainder being fuels, lubricants, and related products, ferrous and non- 
ferrous metals, and miscellaneous other items relatively scarce in 
China, such as chemical fertilizer and drugs. In return for such criti- 
cally scarce capital goods and related items, China exported hair nets, 
knitted goods, and a whole host of other innocuous consumer-type 
goods plus industrial raw materials relatively more abundant in China. 
Especially significant is that the Russians shipped to China not only 
machinery and equipment per se but complete plants. In most of the 
years of the FFYP, the ratio of the value of complete plants to the 
total value of machinery and equipment imported from Russia was 60 
percent or higher; in 1957 it was 77 percent. By the end of 1957, 
about 57 percent of China’s steel production and 50 percent of her coal 
production were coming from Soviet-constructed enterprises—this de- 
spite the fact that the Russians had built only 3 of the 15 iron and 
steel plants planned for the period and only 27 of the 194 installations 
planned for the coal industry. The conclusion is inescapable that the 
Russian plants were the larger, more efficient production units as com- 
pared to the plants built by the Chinese and that without such 
significant external aid, as a minimum, the industrial aspects of the 
FFYP would have been a failure. This conclusion is reinforced by con- 
sideration of the role of the East European satellite nations. To the 
156 “above-norm” (i.e., large-scale) industrial projects designed and 
constructed by the U.S.S.R., they contributed an additional 68 plants 
and mines plus the services of 1,500 technicians. 

In 1958 and 1959, Soviet exports to China were sharply higher than 
in 1957, and as in 1957 , consisted of complete industrial plants, indi- 
vidual pieces of machinery, transportation equipment, and varied other 
. capital goods. The year 1959 represents the high point of Soviet aid to 
China’s economy with total exports reaching U.S. $955 million, of 
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which machinery and equipment were valued at nearly $600 million, 
with two-thirds of this latter figure representing complete plants. Be- 
cause of the Sino-Soviet rift which developed in mid-1960, 1960, 1961, 
` 1962, and 1963, Soviet exports to China were 84.8, 38.1, 24.1, and 19.6 
percent, respectively, of the 1959 level. In 1960, 1961, 1962, and 1963, 
Russia shipped U.S. $500, $100, $27, and $42 million worth of ma- 
chinery, respectively, to China. It is not mere post hoc propter hoc rea- 
soning to say that as Russian aid to China flowed and ebbed, so did the 
rate of industrialization in China. Indisputably in the FF YP and the 
first half of the SFYP, China received capital goods which she did not 
have and could not have made in so short a period of time. Without 
Russian assistance, the FFYP would have failed and there could not 
have been an SFYP. Without substantial assistance from Russia up to 
the break in mid-1960, the SFYP would have been more of a failure 
than it was and economic conditions would have been even more seri- 
ous from 1960 on than they were. 

In India the situation was roughly the same. For the relatively 
small-scale FF YP, external financial assistance accounted for only 10 
percent of total outlay on the Plan; however, for the industrially more 
ambitious and financially far more costly SFYP, it was budgeted at 24 
percent and in fact was actually a good deal higher. This was due to 
classification of large loans to the government by the State Bank in- 
volving US PL 480 deposits as internal rather than external financing. 
For the Third Plan, foreign financial assistance was budgeted at 29 
percent of the total outlay on the Plan including such use of PL 480 
funds. For the years 1950-57, the comparison with China seems close, 
for in this period the direct aid extended by the U.S.S.R. to China 
amounted to 12 percent of the amount reported invested in capital 
construction. For 1958 and 1959, the Russian aid apparently amount- 
ed to only 4 percent. However, this observer attributes the unusually 
low proportion to an upward bias in the capital construction data and 
would hazard the guess that the actual proportion was at least 6 per- 
cent. 

In India as in China, these percentages based on the official data do 
not impart a sense of the full value of the foreign assistance extended 
to the industrialization program undertaken. Between 1950-51 and 
1960-61 India’s imports of capital goods increased in irregular fashion 
from U.S. $227 million in absolute terms and 20 percent of total im- 
ports to U.S. $686 million in absolute terms and 31 percent of total im- 
ports. Concurrently, in irregular fashion, imports of intermediate 
goods and consumer goods also rose sharply in absolute terms. How» 
ever, while the proportion of iron and steel, nonferrous metals, fertiliz- 
ers, and other intermediate goods tended to remain relatively stable at 
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about half of total imports, the proportion represented by consumer . 
goods fell in irregular fashion from about 24 percent to 19 percent. 
The increase in the-proportion accounted for by capital goods and the 
decrease in the proportion accounted for by:consumer goods was made 
possible as noted previously by US PL 480 exports to India. For the 
years 1957 through 1961, such imports by India for local currency 
amounted to U.S. $1.1 billion and permitted the allocation of scarce 
foreign exchange to the capital goods imports cited above. Clearly, aid - 
from the U.S. and other friendly nations was to India during the SFYP 
what aid from the U.S.S.R. and the Eastern Bloc of nations was to 
China during both the FFYP and the first half of the SFYP. For the 
even more financially expensive and industrially more ambitious Third 
Plan, the role of the friendly nations was expanded. In June, 1961, a 
Consortium of nations agreed to provide U.S. $3.2 billion to meet 
India’s immediate balance-of-payments problem and import orders to 
be placed through 1962-63. Interestingly enough, the U.S.S.R., 
Czechoslovakia, and Poland—nations not members of the Consortium 
and former major contributors to the economic development of ` 
China—agreed to contribute credits of over U.S. $500 million in addi- 
tion. Thus, insofar as the period of the Third Plan is concerned, the 
foreign aid dependence pattern is being continued. 


IV. Summary and Conclusions 


The performance of China’s economy—and particularly hey. in- 
dustrial growth rate vis-à-vis that of India since 1950—has been gross- 
ly exaggerated. This is as true of 1957 and earlier years as it is of 
“The Great Leap Forward” and the subsequent period of distress. The 
extent of the exaggeration over the last fourteen years and the extent 
of whatever differences in performance may actually exist are impossi- 
ble to determine, at present, given the statistical impasse which pre- 
vails. What can be substantiated now, directly or indirectly, is that in 
both nations the industrialization plans formulated depended to a con- 
siderable extent on external financial and material assistance; and that . 
with the passage of time and the accumulation of etperience, this de- 
pendence increased rather than decreased. 

In both cases, the statistical association between the amount aid 
kind of foreign aid received on one hand and the industrial progress 
registered on the other was self-evidently very high. Moreover, this 
writer would suggest that we may have cases of concealed 
classification and downward biases in the correlation coefficients with 
respect to the statistical problems being considered. Actually, what 
was compared in the late 1950’s by various writers was the progress of 
the FFYP for India as executed by India alone with the progress of 
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the FFYP for China as executed by China, the U.S.S.R., and the East 
European satellites jointly. What this paper on recent economic expe- 
rience has compared to a large extent is the progress of the SFYP for 
India as executed by India and friendly nations jointly with the SFYP 
for China as executed by China, the U.S.S.R., and their East European 
allies jointly for the first half and executed by China alone for the sec- 
ond half. From an analytical rather than a chronological point of view, 
the comparisons should have been India’s FF YP and the last half of 
China’s SFYP; and China’s FFYP and the first half of the SFYP on 
one hand and India’s SFYP and the first half of the Third Plan on the 
other. Undoubtedly, such comparisons would add further support to 
the position that the development and structure of their ecoriomies 
have been and are still more nearly alike than has been generally be- 
lieved. For obvious reasons such comparisons and thesis validation 
(or invalidation) must wait for another occasion. In the meanwhile, let 
us apply the caveat of that long-forgotten confidence man who said 
that the best way to get an education is to doubt. With respect to com- 
parative growth rates in India and China, let us be more skeptical in 
the future than we have been in the past. 








DISCUSSION 


W. M. Corpen: I shall comment only on Professor Smithies’ paper. He has 
compared two countries which are often included in the same group—whether 
the group consists of the “region of recent settlement” or of Maizels’ “semi- 
industrialized” countries where import replacement is an important feature 
of growth. As any map of climatic regions will show, these two countries 
have striking geographic similarities. 

From his sketch of the two economic histories there emerge two periods 
when the contrasts were great. The first was the period 1900-14. The popula- 
tion of Argentina grew 46 percent and of Australia 17 percent. In Argentina 
the import of people was accompanied by the import of capital, and in Aus- 
tralia there was apparently capital export, though not necessarily of auton- 
omous long-term capital. I suspect that the main reason for low immigration 
and low (or even negative) capital import into Australia was the shock which 
the great depression of the 1890’s had administered. The reason for the ex- 
ceptional inflow of people and capital into Argentina at this time is not clear 
from Professor Smithies’ paper. What is particularly interesting is that output 
per head grew by about 25 percent in both countries. It appears from Professor 
Smithies’ figures that the capital stock grew faster than the population in 
Argentina. Allowing in addition for the economies of scale which one would 
expect to result when factor supplies increase in economies of that size, it is 
surprising that Argentinian output per head did not grow faster than the 
Australian. But perhaps capital imports yield delayed returns. At any rate, 
it appears that during this period the faster rate of aggregate growth, while 
no doubt making Argentina a more exciting place, did not really give the 
Argentinians a faster increase in the standard of living. 

The second period when the contrast between Argentina and Australia has 
been striking is that of 1943-64. As Professor Smithies convincingly tells 
the story, it is all a matter of the economic consequences of Mr. Peron. Be- 
tween 1943 and 1949, incredibly, real wages doubled in Argentina and the 
difficulties of Argentina have resulted from the attempt to sustain the un- 
sustainable. No doubt the comparison with Australia is instructive for students 
of Argentina: it shows “what might have been” if politics had been stable and 
economic policies reasonably sensible. It is not so instructive for students of 
Australia, since Argentine-style policies, or at least policies carried to that 
extreme, were never a serious alternative. Comparisons with, say, Canada or 
Sweden would be more interesting. 

What then has been the Australian economic performance postwar? Pro- 
fessor Smithies is right in saying that “the mandate to maintain full employ- 
ment has had a decisive influence on government policy.” Full employment— 
which is understood to be less than 2 percent unemployment and has for long 
periods been less than 1 percent—has been the keystone of policy. Temporary 
departures from full employment in 1952 and 1961 were quickly reflected in 
loss of popular support by the government. The emphasis on full employment 
is the consequence of the traumatic experience of the 1930’s. In pursuing this 
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policy, the government has not had an albatross of a balanced budget mystique 
around its neck. By comparison with the United States and Canada, Australia 
has been very fortunate that its puritans are more interested in the liquor 
laws than in public finance. The surprising departure from full employment 
in 1961 resulted from deliberate deflationary policies designed explicitly to 
deal with a balance-of-payments problem. Possibly these policies reflected 
impatience with the continued, if not remarkable, upward movement in wages 
and prices during the previous decade. And Australian official thinking was 
influenced by current conservative thinking in Britain and elsewhere. The 
government nearly lost the elections at the end of 1961. Yet the outcry was 
not as great as one might have expected in the light of Australia’s previous 
commitment to full employment. Perhaps a new generation had forgotten the 
1930’s. Furthermore, a disproportionate burden of the unemployment was 
borne by immigrants, who were politically less vocal. 

The other keystones of Australian policy have been immigration and capital 
inflow. Immigration has depended on a gap between living conditions in 
Australia and Europe—a gap which is rapidly narrowing. It has been absorbed 
smoothly, without great friction, mainly because of sustained full employment. 
Capital inflow has been impressive. It has been unrestricted, not discriminated 
against, and there has been no talk of nationalization. Much of it has gone 
into protected industries. Therefore it has been indirectly subsidized—a 
subsidy which must be set off against profits taxes collected on foreign capital. 
Insofar as capital inflow yields a net gain to the people of Australia (a question 
which is widely discussed now), it represents the payoff for political stability 
and conservative policies. 

Most Australians regard population growth as an end in itself, or at least 
as justified by “noneconomic” ends. This is not unlike the Canadian attitude. 
They regard it as an achievement to have absorbed over one million immi- 
grants without significant social frictions and without a fall in living standards. 
But if Australian performance is judged in terms of the growth in GNP per 
head, it is clearly not so impressive. Here a comparison with Sweden might be 
most instructive. Sweden’s population has grown very little and output per 
head has grown more than Australia’s. It would seem that, in spite of economies 
of scale, immigration has held back the increase in output per head in Aus- 
tralia. Possibly economies of scale are less important in Sweden than in 
Australia because Sweden is a more open economy. In other words, the 
optimum population may be greater with protection, so that there is an 
economic rationale for population growth in Australia which does not exist 
in Sweden. But in any case, the Swedish experience suggests that (contrary 
to the usual Australian view) immigration is not needed to provide savings 
and investment incentives. As for protection—in respect of which Australia 
and Sweden differ very much—it seems quite likely that the maintenance of 
a protective system in Australia beyond the infant economy stage has lowered 
not only absolute real income but also the rate of growth. 


WILFRED MALENBAUM: Economists study the record of economic growth 
in nations pushing their expansion because economists desperately need new 
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insights into this elusive process. India and China are of special interest. India 
is the perfect case: statistics, models, and procedures are more or less public. 
There is no obvious bias in official presentations. China is a challenging case: 
official data are limited and what are available are held to be systematically 
biased. Models must be inferred; important procedures are not known. But 
China’s economic philosophy has fascinating parallels in the Soviet Union, 
which has been extensively and effectively analyzed by foreigners without 
special access to official materials. Moreover, India and China offer such 
strong parallels and contrasts that there is a marked gain from joint study 
with focus on the marginal influence of specified differences. Needless to 
emphasize—as a further reason for our interest—is the importance of develop- 
ment in these lands to operating officials in third governments like ours in 
the US. 

Given the limitations of accepted growth doctrine and the inadequacies of 
even good data in poor lands, analysis of India and China challenges the 
economist and social scientist. All his skills are tested, his perseverance tried. 
What is the correct record? How do you explain the pattern it reveals? What 
are the “true” technological and behavioral relationships for the short run? 
Klein’s paper in no way reflects this challenge—nor this opportunity for 
discovery. He neither poses the economist’s problem nor applies any of his 
tools. He offers one basic theme: the records available exaggerate the reality 
for the two countries and we therefore can make no valid inference about 
relative progress. Given the consistency with which estimates for China show 
a rate of growth well above that for India, such a theme requires propositions 
on the relative degree of overstatement. Klein’s specific points in no way 
contribute to these propositions. It is difficult to find the logical basis for his 
position. 

I shall expand on this matter, with respect to all his major arguments. First, 
he maintains that the period 1950-57 is one during which the more or less 
official records in China and the official records in India are exaggerated, and 
thus that “we have been hasty in rendering judgment on the issue of their 
relative rates of growth through 1957.” No specific sources are mentioned; no 
argument is made as to the degree of overstatement; the only order of magni- 
tude given, would lower the rate of growth in India by a significant margin. 
Available estimates (see my A.E.R. article in June, 1959, for example) indi- 
cated an increase in GNP in China of 86 percent and in India of 26 percent 
over these years—a factor of 3.3 times in the differential rate of change. 
Certainly one needs some evidence as to the difference in the degree of exag- 
geration if one is to accept Klein’s conclusion (even without the marked 
downward revision he suggests in the figures for India). 

Next, Klein claims we have in “major developments which have occurred 
since 1957 . . . perhaps the most conclusive proof” of the inadequacies of the 
official data for making a judgment on relative growth since 1957. Here he 
gives the “inadequate” figures: a 9 percent increase for national income in 
India and a 31 percent expansion in China from 1957 through 1959. He also 
lists individual commodity series which are generally consistent with these 
increases in macro data. Klein challenges this picture by invoking, somewhat 
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mystically, “developments in these two nations not subject to complete sta- 
tistical control by their. governments.” The developments are in not very 
mystical areas: industrialization, agriculture, and foreign aid. For industry in 
China we are told in a rather general manner of imbalances and inefficiencies. 
All “quantitative” (really order of magnitude) material for China refers to 
post-1959-—although these mystical developments were to throw light on the 
1957-59 data presented. For India his argument has nothing to do with the 
inadequacies of official output data, but with the gap between original plans 
for industry and the final results shown in the official figures. The reasons for 
this gap are important and fairly well documented both in official and other 
reports. Basic was a foreign exchange crisis of great economic interest (of 
which Klein seems completely unaware). But, again, the gap between plan 
and actual data has no bearing on the question of exaggeration in the official 
record for industry in India. 

With respect to agriculture Klein says only what i is familiar. Output was 
below expectations in both countries, with the likelihood of absolute declines 
from 1958 or 1959 in China. In both countries, food imports were high during 
most of the 1960's, well above what either country had planned. Nothing 
Klein presents here demonstrates or even suggests that official output figures 
for the 1960’s (which are essentially unavailable for China, anyway) are 
exaggerated and differentially so. Nor does there appear to be interest on 
Klein’s part as to why the inadequate levels of production occurred in the 
agriculture of these countries. Was this poor planning and/or poor implementa- 
tion? Or was it simply acts of God? Only the “why” is what we now need to 
know; the facts and the shortfalls (absolute or relative to expectations) are 
familiar matters. 

A point of analytic interest is raised i in this agricultural account. Since India 
received food as aid while China had to buy it, China was in a relatively 
disadvantaged position with respect to other foreign purchases. Carefully 
stated, this makes an obvious point. As Klein presents it, the point has no 
meaning, since the question of China’s purchases of nonagricultural products 
involves such matters as the scales of foreign earnings, of foreign exchange 
holdings, and of import content in consumption and investment. Not only 
are these not discussed, they are not mentioned. His agricultural section thus _ 
provides nothing of analytical value on the relative progress in the two lands. 

The last mystical development concerns the role of foreign aid. Apart from 
_the facts on India being incorrect, the logic of the treatment of the subject 
“In both countries is limited. The consideration of aid and growth makes no 
attempt to look at what aid was actually used for and why, no attempt to 
relate the effects of aid to its relative importance in total expenditure, no 
attempt to relate industry to overall growth even at a primitive static level, 
to say naught of the appropriate dynamic level. 

More can be said, but enough has been to make the point that Klein’s 
paper throws no relevant light on the relative achievements of China’s and 
India’s development efforts. What he says bears neither on what was nor on 
what is likely to be with this comparison. 

Again, this is a great pity, since the subject is of ne from both 
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an analytic and operational viewpoint, and since there is so much that the 
economist’s tools permit him to say about it. May I therefore try to rectify 
this inadequacy by indicating in a few minutes what might now be said about 
these two countries? While these are my own statements, I use the abundant 
material now available (1963, 1964) from serious scholars on China. 

China experienced major expansions in industrial and overall product in 
the 1950’s until sometime in 1959; the peak agricultural output may have 
been in 1957 (1958?) but there was an adverse crop in 1959. The years 1959- 
62 were crisis years, including three very poor harvests, Industrial production 
may also have fallen absolutely after 1960, especially in the modern sector. 
Very rough estimates of national product in 1961 and 1962 place it below its 
1957 level. By 1961 the rate of decline of modern industry had certainly 
slackened off; by 1962 an upward movement occurred in agriculture and 
national product. Expansion has continued to date, with some evidence of a 
marked growth during 1964. With agricultural output currently at the 1957 
or 1958 level, it is probable that China in 1964 has at least attained its na- 
tional product of the early-leap period, 1957-59. 

If we now accept the official output data for India, there has been an ex- 
pansion of about 40 percent in national product since 1952. One answer as to 
which nation has done better between 1952 and 1964 thus depends upon the 
quantitative increase between 1952 and 1957-59 in China, since 1964 output 
may not have exceeded the latter level. Even the most conservative estimates 
place this increase above 40 percent. Thus, progress as measured by total in- 
come is of the same order of magnitude in the two countries, if we take the 
official figures for India, if we prorate over the entire period the serious reversals 
in China over the 1959-62 years and if we discount heavily (by one-third or 
one-fourth) the official data on Chinese overall growth from 1952 through 
1959. 

In the context of present interest in these two countries, much more 
significant observations need to be made. For both the development of theory 
over the past five to ten years and careful study of the experience of labor- 
abundant countries have given us new insight for hypotheses on the growth 
process. There cannot be a self-reinforcing growth process in these economies 
without sustained increases in output per man in the populous labor intensive, 
more traditional parts of the economy. Progress in the modern industrial sec- 
tor, whatever the levels of foreign assistance, cannot substitute for progress in 
the more traditional parts, at least over the early period (first decade or 
two) of a program for accelerating or initiating growth. This seems to be a 
basic characteristic of the dynamics of growth in countries like India and 
China. Whatever the inadequacies of their industrial effort, whatever the ex- 
tent and duration of foreign assistance to them, their overall performance re- 
sponds, with appropriate multipliers, to the trend in output per man in agri- 
culture, say. Unless the action program is geared directly to generate this 
(not as a substitute for, but in addition to, the much easier program for mod- 
ern industry), the nation will not move toward self-sustaining growth. 

There are important differences between Indian and Chinese growth efforts 
in this regard. The course of economic policy in India has persistently, over 
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the past decade, disregarded this requirement of the more traditional sectors. 
With what must be termed ideological rigidity, the program for growth has 
not dealt with these sectors (except in words); the Indian (“Western”) model 
has focused on modernization and industrialization, and these, in proper turn, 
were to spark change in the more backward sectors. India pays a high price 
for this rigidity: the rates of overall growth have been lower relative to plan 
in each successive plan. In a fundamental sense India is farther from being 
able to grow on its own momentum than India was a decade ago. Without 
policy changes (which are as yet in no way evident), the outlook for a suc- 
cessful growth effort in India is a bleak one indeed. 

The situation in China is different. Economic growth policy has undergone 
basic shifts: During the period through 1957 (perhaps into 1958) policy was 
essentially consistent with what, according to the argument above, the Chi- 
nese (and Indian) situation needed. The industrial sector was favored, but a 
major effort was put upon agricultural and small industry development, with 
the conscious aim of expanding the use of manpower. Rural-urban migration 
was discouraged. The “great leap forward” reflected a shift to a more familiar 
pattern of investment and development priority. Push the modern sector and 
its effects will. spread throughout the economy. The hard years, 1958-62, can- 
not be analyzed here. But it seems to be true that present policy (since late 
1962) is essentially back to that of the early years. Perhaps, as this brief ac- 
count suggests, “eleven years of planned development, including five years of 
economic trials, have driven home some valuable lessons” (to quote Professor 
Choh-Ming Li). The prospects for steady improvement may thus be favor- 
able—although there is of course no guarantee that Chinese leaders, once the 
nation is again on the move economically, will not again seek what they origi- 
nally wanted from the “great leap.” 

In the light of the “facts” and the research results currently available for 
India and China, one must conclude that the Chinese prospect is the more fa- 
vorable. China is seeking an effective program for its Commumist society. 
India’s intellectual commitments to inappropriate models continue to defy the 
evidence of India’s own experience and to thwart the real opportunities for 
India’s economic expansion. 


M. C. Urquuart: I have been asked to direct my remarks primarily to a 
comparison of Canada’s growth with the growth of Australia and Argentina. 
Canada shares with them a location in the temperate latitudes, a large re- 
source base relative to population, and a substantial degree of urbanization. 
And if, following Mr. Smithies, we take 1900 as a reference base, we note 
that the Canadian population at 5.3 million in 1900 was only slightly more 
than Argentina’s 5 million or Australia’s 4 millon, Canada differs in being 
in the Northern Hemisphere close to the industrial areas of the United States 
and even of Europe; and in that the ambivalent feelings of Canadians, at 
least at the present time, are directed more toward one another than toward 
older cultures. . 

Before turning to the comparisons, I should like to make two points that I 
think are relevant. First, the Canadian economy is closely related to that of 
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the United States and is, in some sense, part of a larger continental economy. 
The influence of the United States has made its impact in more than one way. 
The United States replaced the United Kingdom as the largest source of im- 
ported goods between 1870 and 1890 and by 1900 had become the predomi- 
nant supplier of imports (of a wide diversity) which she remains to this day. 
Partly for this reason but also owing to other influences arising from geograph- 
ical juxtaposition, the products and technology of Canada are very similar 
to those of the United States. And while it was only with World War II that 
the United States could be clearly labeled as the largest single market for 
Canadian products, she has nevertheless been a large and important market 
throughout the period since Confederation (1867) to which I largely confine 
my remarks, In part as a consequence of the foregoing, United States direct 
investment in manufacturing and mining in Canada has played an important 
and growing role since before the turn of the century. 

The consequence of the foregoing is that, apart from the period 1900 to 
1914, the Canadian economy has tended to move in ways that are strikingly 
similar to those of the United States— a fact demonstrated by the similarities 
in long swings in rates of change of critical economic variables in the two 
economies, At the same time, at least for the earlier parts of the period, Can- 
ada was in competition with the United States for immigrants from overseas. 

The second point relates to the tradition in Canadian economic history of 
explaining many of the periods of high rates of growth in Canada by the 
rapid expansion of exports of some products (staples), the expansion result- 
ing from changes in technology or world markets or both. This explanation 
does not rely on the development of an export surplus creating the stimulus, 
since such periods have tended to be characterized by expanded imports and 
large inflows of capital (and people). Rather, it must rely on the rates of do- 
mestic capital formation that are stimulated from the growth of the high-pro- 
ductivity export industries. 

With this background I turn to a most cursory summary of the features of 
Canadian ‘growth for the periods which Mr. Smithies has used: 1850 to 1900, 
1900 to 1929, 1930 to 1945, and 1946 to 1963. For the period 1850-1900 it is 
convenient to begin with comparative population developments, both because 
they are interesting and informative in themselves and because they are the 
most accurate aggregate data, by far, with the possible exception of external 
trade data, in the pre-World War I period. 

The population of Canada in 1900 was somewhat over double what it had 
been in 1850, compared with the three- to fourfold growth in Australia and 
Argentina. This growth was more than accounted for by natural increase. And 
whilst immigration statistics record arrival of considerable numbers of immi- 
grants (some of whom were undoubtedly on their way to the United States) 
through much of the period, emigration, mainly to the United States, was 
sufficiently large that there was a net outmigration of people for each decade 
between 1860 and 1900. 

The period from Confederation (1867 to 1900) has traditionally been re- 
garded as one of unsatisfactory growth, though there has been much ques- 
tioning of this view recently. It has been pointed out that the export trade 
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grew only very slightly from 1870 to the late 1890’s, and much of the unsat- 
isfactory performance has been attributed to the failure of an export staple 
to emerge to take the part that exports of wood and its products had played 
before they were partly displaced by iron and steel. In contrast, the recent 
work of Bertram and others has indicated that a substantial growth in manu- 
facturing did take place during the period, the growth rate of real gross out- 
put of manufacturing being 4.6 percent per annum between 1870 and 1900. 
To what extent this growth of manufacturing was caused by the protection- 
ism which was a part of the national policy introduced in the late 1870s is in 
dispute; that it played some part is probable. Be that as it may, there was 
growth, sustained in large part by investment in railways, in canals, in urban 
building, and the like, the investment being facilitated by an improvement in 
the terms of trade of between 25 and 30 percent and substantial inflows of 
capital to finance railway building and government spending, part of the lat- 
ter being on canals. But the limited growth of population is evidence of a less 
satisfactory performance in Canada than in other countries and particularly 
than in the United States, 

The period from 1900 to 1930 had many of the characteristics that Mr. 
Smithies has described for Argentina. Canadian population nearly doubled 
between 1900 and 1930 compared with increases of 160 percent for Argentina 
and a 60 percent for Australia. There was a very heavy immigration between 
1900 and 1914, of the order of size Mr. Smithies notes for Argentina, com- 
posed largely of agricultural workers and unskilled labor; and a somewhat 
less but still substantial immigration, largely of agricultural workers, in the 
1920’s. In the period 1900 to 1914 there was substantial internal migration 
from Ontario and other eastern provinces to the prairies and British Colum- 
bia; in contrast, in the 1920’s the prairies and maritime provinces lost popula- 
tion by internal migration to Ontario, Quebec, and British Columbia. 

The growth in the period 1900 to 1914—and even in the 1920’s—was 
undoubtedly caused largely by the rise in wheat prices, the fall in transporta- 
tion costs, and by other developments arising from technological change that 
made the settlement of the prairies possible and made wheat a major export; 
it was sustained by growth in foreign sales of base metals and wood products, 
especially pulp and paper, throughout the period. Manufacturing became in- 
creasingly more broad based and diversified. Indeed, whilst the growth of ex- 
ports of primary products undoubtedly accounted for the major part of the 
growth in the 1900-14 period, the growth in the 1920’s of manufacturing, 
much of it due to indigenous forces, accounts for much of the general growth 
of that decade. From 1900 to 1914, the induced investment in railways, agri- 
culture, manufacturing, and social capital was very large and capital inflows 
were of the orders of magnitude that Mr. Smithies gives for Argentina. Much 
smaller but still significant capital inflows also took place in the 1920's. 

The period from 1930 to 1946 may be disposed of quickly. In contrast with 
the experience of Australia and Argentina, Canadian real gross national prod- 
uct declined by nearly a third from 1929 to 1933 and even in 1939 was only 
6 or 7 percent above the 1929 level. Net immigration turned into net emigra- 
tion and there was some capital export. Loss of export income was drastic, 
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and investment in 1933 fell to a quarter of what it had been in 1929. On the 
other hand, during the second World War there were large increases in pro- 
duction as many unemployed persons and substantial amounts of idle produc- 
tive capacity were put in use and as manufacturing industry expanded sub- 
. stantially even though there were substantial limitations of investment in the 
war years. Canadian population increased by less than 20 percent in this peri- 
, od compared with about 25 percent for each of Argentina and Australia and 
real gross per capita product increased by over one-third from 1929 to 1946. 

Canada began the post-World War II period with a diversified economy. 
Despite the view of her as a producer largely of primary products, the manu- 
facturing sector accounted for over 25 percent of employment and a larger 
proportion of national product. At the same time the agricultural, forest prod- 
ucts, and mining sectors were still of great importance and contributed sub- 
stantially to the manufacturing sector insofar as the latter involved process- 
ing of primary products for export. 

From 1946 to 1963 (eighteen years) Canadian growth has been character- 
ized again by a large surge of resource development, supplemented by further 
growth in the manufacturing sector in part based on indigenous forces, by 
substantial immigration, and by large-scale capital inflows. Growth has been 
carried along by an upsurge in exports, particularly in forest products and 
mineral products, along with a substantial development of oil and gas produc- 
tion more for import replacement than for export. It has been characterized 
by high levels of investment in manufacturing, in public utilities, in resource 
exploitation, and in formation of social capital. 

In contrast to Australia and Argentina, Canadian trade and exchange poli- 
cy, after the immediate postwar years were over, has been liberal, though 
with one or two recent notable lapses. One feature of the period was the exis- 
tence of a floating exchange rate (and no controls at all) from the very early 
19503 until 1963—an arrangement that appeared to work well until official 
intervention and other policies in the latter part of the period caused an ex- 
change crisis and the establishment of a fixed rate at a substantially lower 
rate than that of the immediately preceding years. 

As a consequence of the foregoing, Canadian population increased by over 
50 percent between 1946 and 1963, and real gross per capita product rose by 
about 25 percent. Productivity per man-hour rose by about 3 percent per 
annum in commercial nonagricultural production from 1947 to 1963 and by 
much higher rates in agriculture. A consequence of the latter development is 
that the farm labor force fell by nearly a half during the period and now con- ` 
stitutes less than 10 percent of the total labor force. 

What does this all add up to in an appraisal of Canadian economic 
growth? I think one can conclude that Canadian development has been more 
influenced by the emergence and development of new export products, based 
upon resources, than Mr. Smithies finds the case for Australia and Argentina. 
The importance of the development of resource industries for export may 
have in part been accidental. But it might also in part have been expected. 
The existence of an abundant resource endowment relative to population . 
means that comparative advantage lies in the resource industries. And given 
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the limited scale of the domestic market, resources could be developed on a 
large scale only if exports were substantial. The growth in exports contributed 
to an environment favoring immigration, stimulated large domestic invest- 
ment, and was accompanied by capital inflows. 

Having said the foregoing, I should add that the circumstances of the 
Canadian economy have changed greatly during the period and that the part 
of growth dependent on domestic markets has increased. The expansion of pop- 
ulation from 5.3 million in 1900 to over 19 million in 1964 and the rise in 
per capita income have created a large domestic market. And as I noted ear- 
lier, a considerable amount of the growth in the 1920’s and again in the 
1950’s has been generated by an expansion of manufacturing for the domestic 
market. And the percentage of exports to gross national product which in- 
creased substantially from the last decades of the nineteenth century through 
the 1920’s has more recently been at more modest, though still important, 
levels. 








COMPARATIVE ECONOMIC SYSTEMS: 
NATIONALIZED INDUSTRY 


BRITISH NATIONALIZATION AND 
AMERICAN PRIVATE ENTERPRISE: 
SOME PARALLELS AND CONTRASTS 


By Ben W. Lewis 
Oberlin College 


This paper attempts some free-ranging, loosely linked observations 
about aspects of nationalized industry in Great Britain and draws 
some parallels and contrasts with American industrial corporations. It 
pretends nothing in the way of a systematic survey, and, although 
taking off in Britain, it spends as much time here as there. 

In the Queen’s speech, Britain’s new Labour Government formally 
declared its intention to nationalize steel. The Loyal Opposition forced 
a division, and forthwith, by a precarious margin, Labour’s decision 
was bound and sealed. The government is now committed to national- 
ize steel in some manner and degree. Graphically, Labour, bolding a 
bear by the tail, has painted itself into a corner. It can wait for the 
paint to dry, but the bear will still be there. In the United States, in 
the meantime, the Administration and steel are eyeing each other wari- 
ly. 
The British iron and steel industry, aided and abetted (indeed, al- 
most forced) by the government, managed during the 1930’s to tie it- 
self hand and foot in a network of restrictive price, output, and quota 
arrangements under a revitalized British Iron and Steel Federation. 
Mild supervision was provided by the government’s Import Duties Ad- 
visory Committee. The Federation flourished during the war, working 
closely with the Ministry of Supply—and, of course, continues to this 
day. After the war, government supervision was vested first in an Iron 
and Steel Board and later in the Ministry of Supply. The steel firms 
which the Labour Government finally nationalized at midnight on Feb- 
ruary 14, 1951, after a bitter legislative and electoral battle, were 
scarcely prototypes of free enterprise; the industry and government 
hands which controlled their policies and practices were clearly visi-. 
ble—and heavy. 

During its brief life, government-owned steel was virtually indistin- 
guishable from privately-owned steel. The government’s Iron and Steel 
Corporation owned the capital shares of most of the firms, but the 
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firms retained their individual identities and, indeed, their former 
boards. The industry, under the Federation, was powerful; the 
Corporation’s brief hold on life was always tenuous. Nationalization 
produced new letterheads and some reshuffling of files; it cannot be 
said that the industry was swept by a strong, fresh breeze. 

The Conservatives’ Iron and Steel Act, 1953, dissolved the Corpora- 
tion,’and most of the industry shares have found their way again into 
private hands. A new Iron and Steel Board was established by the gov- 
ernment to consult with and to supervise the industry in matters of 
planning for plant investment, maximum prices (including individual 
items as well as the level of prices), imports, and the distribution of 
materials and products. The Board speaks with authority on prices, 
and it has a veto power on major construction projects. It is concerned 
to see that the industry is not overbuilt, but it cannot order the re- 
placement of old by new, more efficient plant. Its very recent adverse 
comments on the state of efficiency in the industry may add strength 
both to Labour’s purpose and to Labour’s case for renationalization. 
The British Iron and Steel Federation is, of course, omnipresent. This 
is the industry, privately owned, heavily cartelized, government super- 
vised, nationalized in 1951 and denationalized in 1953, which in 1964 
faces the prospect of renationalization. The fact that now, as in 1951, 
steel; unlike most candidates for nationalization, is neither “sick” nor 
“disturbed” cuts two ways: it makes it less apparent that renationali- 
zation of steel is an urgent response to a crying need; it also gives na- 
tionalization something like an even chance to achieve a commercial 
success. 

In the United States, private ownership of steel has never been dis- 
placed, and no displacement is even in long-run prospect. The industry 
has had its skirmishes with antitrust; it has been singled out sporadi- 
cally for hearings and lectures by the Senate Subcommittee on Anti- 
trust and Monopoly and was the victim of a special going-over by the 
President on the occasion of its abortive price increase in the spring of 
1962; but it has never been subjected to formal supervision in peace- 
time by any government regulatory body. The term “free enterprise” 
alone, however, is inadequate to characterize steel in our economy. For 
many years now, our political statesmen have been admonishing in- 
dustrial and labor leaders to don the mantle and grasp the torch of 
economic statesmanship, and, in those markets where “private parties 
may exercise considerable discretion over the terms of wage bargains 
and price decisions,” to act with responsibility to society. The admoni- 
tions have derived from high-level concern that “administered” and 
“negotiated” wage and price increases in power-concentrated basic in- 
dustries might generate and sustain inflation. It is generally under- 
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stood and accepted that steel is a (the) prime target of these admoni- 
tions. 

Such admonitions can conceivably have an economizing role to per- 
form, of course, only if in the industries in question competition as an 
effective controller of prices and wages is absent. The growing fow of 
admonitions suggests a dawning realization that competition in these 
industries is, in fact, a weak economizing reed. Naked and unsupport- 
ed, however, admonitions to be “responsible” can scarcely be taken se- 
riously either by those to whom they are directed or by the public in 
whose name they are delivered. The shape of “responsibility” in an 
economizing sense is not self-evident, nor is an injunction to be re- 
sponsible self-enforcing. Without a standard, “responsible” affords no 
direction, and without a sanction it carries no force in a rough, tough 
world, 

Both a standard and a sanction have recently been supplied. In 
January, 1962, the Council of Economic Advisers laid down guidelines 
for noninflationary wage and price decisions, and it also announced a 
sanction—atmospheric pressure. As the Council saw it, “an informed 
public, aware of the significance of major wage bargains and price de- 
cisions, and equipped to judge for itself their compatibility with the 
national interest, can help to create an atmosphere in which the parties 
to such decisions will exercise their powers responsibly.” Admonitions 
have burgeoned since 1962. At the direct instance of President John- 
son, the Council restated and elaborated its guideposts in its Annual 
Report, 1964; and the President has served notice that he will “keep 
close watch on price and wage developments with the aid of an early 
warning system which is being set up in the appropriate agencies,” and 
he will “not hesitate to draw public attention to major actions by ei- 
ther business or labor that flout the public interest in noninflationary 
wage and price standards.” 

Official Washington denies that the government is engaged in price 
or profit control. The guideposts, it is insisted, “contain no element of 
control—or of incipient control.” So be it. We are entitled, nonethe- 
less, to believe that our government is acting deliberately, not frivo- 
lously—that it is not intentionally making idle pronouncements and 
setting vain processes and forces in motion. We are entitled to believe 
that the government expects the price record in the years ahead to 
bear the impress of its efforts. Guided and pressurized admonitions 
and early warning systems may not add up in the government’s seman- 
tic calculus to pure and perfect control, but they certainly rate a recog- 
nized position well along the control spectrum. And if they do not 
achieve a recognizable measure of success, the government is going to 
look a lot sillier than responsible and politically sensitive governments 
can afford to look. 
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As an aside, we should note that the classical concern of economics 
with ineffective competition has grown out of an interest in allocation 
of resources and distribution of income. In the area of public policy it 
has manifested itself almost exclusively in antitrust—the maintenance 
of competition as an economizing force. We have not been too happy 
with antitrust, but except in the case of public utilities, we have not 
hitherto resorted in peacetime to direct controls. Guided and pressur- 
ized admonitions have come in response to our concern over the possi- 
ble inflationary effects of noncompetitive pricing. This is a macroeco- 
nomic concern, as distinct from allocation and distribution which re- 
side in the house of microeconomics, But, if admonitions have any 
effect at all, they will have micro as well as macro consequences, and 
both will demand attention. Macro infractions will certainly elicit 
micro explanations. It is amusing to contemplate the spectacle of 
macro-inspired controls entering the economy and having their way 
with micro matters hitherto insulated from controls. Could it be that 
we are on the brink of a breakthrough—a Grand Neoclassical- 
Neofrontier Synthesis? The possibility inspires me to verse: 


Oh Mac and Mic, they looked alike 
to Jack and Ike; 

To L.B.J. they’re both okay 
and here to stay! 


Whether the renationalization of the steel industry, presently ridden 
by industry and state controls, will mark Britain as more “socialist” 
than at present is of the same order of unimportance as whether our 
own attempt to dampen down the pricing proclivities of steel and other 
industries by admonitions is to be called “price control.” I suggest that 
what both of us are doing is of a piece with what all politically demo- 
cratic societies are constantly doing and will continue to do as long as 
they remain politically free. It represents the restless movement of a 
politically free people, concerned to make headway now against some 
part of the total economic problem with which they are everlastingly 
contending. Sometimes, as in the case of nationalization, we move di- 
rectly, openly, confidently. Sometimes we feel our way, confused, self- 
deluded, hopeful. 

Nationalized industries are in the thick of society’s great and never 
ending economizing adventure. As an economizing device, nationaliza- 
tion is uniquely endowed and situated to illuminate the nature of econ- 
omizing and to contribute to its understanding. The ways of national- 
ization are direct and open, and they compel public concern and in- 
volvement. They also conduce irresistibly to introspection and agoniz- 
ing self-appraisal. 

Nationalization lays its performance on the line. Since the first of 
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Labour’s nationalization acts (Bank of England) came into force on 
March 1, 1946, an overflowing river of official reports has rolled from 
the presses and keeps on rolling along. The daily lives of coal, gas, 
electric power, transport, and the others, as they are lived in Britain, 
with all of their achievements, shortcomings, hopes, doubts, and frus- 
trations, are worked over, detailed, analyzed and quantified, and bared 
to the public. The industries’ problems are the public’s problems. Na- 
tionalization has no secret life, and if confession does something for 
the soul, Britain’s nationalized industries can look to the hereafter 
without apprehension. 

That part of the British economizing market occupied by its nation- 
alized industries is not characterized by invisibility, automaticity, or 
anonymity. Of necessity, nationalized industry approaches its tasks 
directly and explicitly. Its economizing machinery is uncomplicated 
and exposed; the kitchen is always open for inspection. Problems are 
posed and resolved, programs are promulgated, and actions are taken 
explicitly by identified persons, and reasons or rationalizations are 
spelled out painfully and in octuplicate. No one can hide behind “flows” 
and “forces”; these are man made, and their making and their makers 
are matters of record. 

Of course, widespread public scrutiny of, and involvement in, the 
lives of nationalized industries and constant self-examination by the 
industries themselves are not to be had without cost. The party can be- 
come too crowded, and self-questioning can become an obsession. In 
fact, the industries are in trouble with someone—frequently with each 
other—much of the time. And each is always in trouble with itself, no- 
tably in the matter of relationships and responsibilities within its own 
four walls, and as between itself and its Ministers, Parliament, the 
Treasury, and the Cabinet. British nationalized industries are prolific 
producers and insatiable consumers of organization charts. 

But the openness, directness, and public involvement which charac- 
terize nationalization are capable of making a unique and significant 
contribution to public understanding. Nationalization sets up and dis- 
plays with stark clarity to people who are concerned the real nature of 
economizing which the indirection and more convoluted processes of 
our private enterprise economies tend to obscure. The basic economiz- 
ing problems present in the private sector of the economy do not differ 
from those with which nationalized industries are required to deal, and 
the nature of their consequences for the public is the same; but only 
rarely do they rise or are they drawn to the surface, and even more 
rarely do they make their way as issues into the public domain. The 
mysterious, impersonal processes of private enterprise—and of its 
most celebrated institution, the corporation—can be understood and 
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need to be widely understood, if, as I believe, economizing is the 
public’s business. But private enterprise and its processes are not 
themselves vehicles of understanding. Nationalization is, by nature, 
such a vehicle, and where it exists it should be exploited fully in this 
capacity. 

Nationalized industries are forever ensnarled and entangled in in- 
vestment and pricing problems and decisions which involve them, their 
supporters, and their adversaries in public debate. Regulated private 
industries (steel in Britain, public utilities in the United States) are 
similarly, although less frequently and less deeply, engaged. “Free” 
private industries are largely exempt from systematic public debate, 
even though basically the same investment and pricing issues are pres- 
ent, hidden beneath the surface of the market. 

Ensnarled and entangled are appropriate words to characterize the 
involvement of nationalized industries with investment and pricing. It 
is difficult to deal with any phase of either investment or pricing with- 
out becoming engaged with all phases of both. Coal, transport, gas, 
and electric power in Britain have continuously to ask, when is expan- 
sion justified, how much expansion is “enough,” where is the necessary 
capital to come from, and how much should the industry be required 
(permitted) to earn—and a complementary array of questions on the 
level and pattern of prices. 

When, indeed, is further investment justified and in what amounts? 
A nationalized industry operating under conditions of monopoly or 
semimonopoly and openly determining its own prices is denied the lux- 
ury of automatic market answers to these questions. It cannot look to 
“profit” as a guide or measure; its profit is in substantial degree a 
function of the prices it sets with its “needs” for expansion, along with 
other considerations, in mind. An uninspired government pronounce- 
ment in 1961 laid down that, in general, British nationalized undertak- 
ings shall balance their revenue deficits with revenue surpluses over 
five-year periods, and that charges against revenue shall include inter- 
est, depreciation on a replacement cost basis, and “adequate alloca- 
tions to general reserves which will be available inter alia as a contri- 
bution towards their capital development and as a safeguard against 
premature obsolescence and similar contingencies.” Undertakings that 
have large and expanding capital needs are expected to contribute 
from their reserves, built up for the purpose, toward their own 
financing. Such additional capital as may be needed is to be borrowed 
from the Exchequer rather than the capital market, and the state ex- 
pects “capital employed in this kind of business to earn a higher rate 
of return than the cost of the money to the Exchequer.” (The Finan- . 
cial and Economic Obligations of the.Nationalised Industries, Cmnd. 
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1337, April, 1961, pp. 7-8.) Development plans for the ensuing five 
years are to be discussed by the industry annually with the govern- 
ment, and the government will fix the upper limit on investment for 
the following two years and will approve borrowing on an annual esti- 
mate. The government requires to be especially informed of proposals 
to invest in low-return projects. 

Investment decisions in these industries are necessarily more re- 
sponsive to demand as expressed directly for physical output than de- 
mand as reflected in prices and profits. This is bound to be the case, 
since prices and profits themselves represent policy decisions similar to 
(in fact, practically a part of) the investment decision. The “profit” 
return of nationalized industries is not a residual representing the 
favor or disfavor in which the product of the industry is held by the 
market; it is to all intents and purposes an explicit cost calculated to 
provide the industry with as much investment capital as the govern- 
ment believes should be forthcoming from this source. It is estimated 
as other costs are estimated; it differs from other costs only in that it 
does not represent a contractual obligation. Its justification, as a cost 
and in amount, is found in the use to which it is to be put—a fact 
which stamps it as something quite different from the “profit” of mar- 
ket theory. 

In market theory, profit is a reward for assuming the risk of owner- 
ship—the ownership investor, at the time of investment, is moved by 
the prospect of profit to accept the risk of losing his capital. In a mar- 
ket society in which risk is inherent, profit, in an overall sense, can be 
said to be a cost, in that ownership risk will not be accepted and borne 
unless the possibility of profit is present. In the case of individual 
firms, however, profit (when positive profit actually appears) is a re- 
sidual. It is not bargained for. Its appearance and dimensions are a 
function of market forces—it is a reflection of those forces, and a 
guide to those who, as producers or consumers, would respond to them. 
Neither its appearance nor its amount is affected in the slightest degree 
by the use to which it is put, either actually or prospectively. The mar- 
ket does not award profit to those who propose to save and invest it, 
any more than to those who propose to employ it in the most frivolous 
consumption. It is not peculiarly and by nature a source of investment 
capital. 

In our own regulated public utilities we encounter profit problems 
similar to those in nationalized industries. Profit—a “fair return” or a 
“return equal to that being earned by comparable industries” —is ex- 
plicitly named and provided for as a cost to be recovered in rates es- 
, tablished by the regulatory authority. If the named profit does not ap- 
pear, rates will be adjusted upward; if excess profit appears, rates will 
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be reduced. The market machinery by which profit serves as a guide to 
investment and disinvestment is bypassed; existing investment, what- 
ever it may be, is explicitly validated. If a regulated utility decides to 
expand and the regulatory authority is acquiescent, it is expected that 
the authority will make any rate adjustments necessary to provide the 
appropriate profit, and the federal Constitution stands ready to sustain 
the expectation. It is notable, but not surprising that the British Iron 
and Steel Board finds itself in a similar bind: it determines that invest- 
ment for expansion and modernization are necessary; it is then pre- 
pared to approve prices designed to produce an explicit “profit” high 
enough “to warrant investment in this as against other industries.” 
(Iron and Steel Board, Annual Report, 1961, pp. 18 et seg.) In 
specific actions, when demand falls off and, because of lower plant uti- 
lization, unit cost rises, a rise in price is indicated! 

And now, the cream of the jest: our own steel industry, seeking to 
build a public opinion favorable to an increase in steel prices, presents 
its case for a larger profit, not on the classical market theory which its 
activities presumably exemplify, but on good solid nationalization 
theory—the industry needs more profit as a source of capital funds for 
needed expansion. I won’t labor the point, but if the American steel 
industry should one day find itself pictured in the public mind as a 
promising candidate for regulation or nationalization, it can take cred- 
it for having, itself, built the image. 

We do not know a great deal about investment decision making in 
private industry, but it seems probable that the processes and opera- 
tive criteria are not as dissimilar to those in nationalized industry as a 
preoccupation with classical market theory might suggest. The process 
by which corporate managements decide to retain and invest earnings 
has some bearing on this matter. These are captive decisions. The cor- 
poration may or may not in particular instances be closely hemmed in 
by the market in its pricing decisions, and managements may or may 
not in particular instances consciously construct their reinvestment de- 
cisions according to market profit-maximization specifications. But, in 
all instances, management decisions to reinvest earnings bypass a 
significant set of economizing screens native to the classical market. 
The decision to invest in the firm is made almost universally in the ab- 
sence of the test offered by the investment possibilities held out by 
other firms in the same or other industries. Further, of course, it es- 
‘capes completely from the primary test of saving versus consumption 
(only the stockholder is in a position to administer this test). 

But what this really tells us is that there is a lot of collectivism in all 
of us—even in private enterprise. Classical investment criteria are par- . 
tially avoided in the case of the corporation, not because managements 
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rather than stockholders are in the drivers’ seats. This determines only 
the identity of the avoiders. The classical market criteria for invest- 
ment are bypassed because of the fact of collective ownership; individ- 
ual stockholders would necessarily bow to the will of other (majority) 
stockholders even if corporation managements were not allowed to 
manage. Essentially the same phenomenon is explicitly present in na- 
tionalized industries, as it is throughout the entire “public goods” sec- 
tor of the economy. Not infrequently this is represented as a shortcom- 
ing of nationalization and of public provision of goods and services 
generally. We should not lose sight of the fact, however, that collectiv- 
ism, under which the economic will of individuals is subordinated to 
the economic will of other individuals, is widespread in private indus- 
try; and that this has important implications for the economizing 
processes of the “free” market. 

A great debate has raged over whether or not British nationalized 
industries should be required to pay their way. Much of the debate is 
sterile, but it has helped to focus issues which are central to the public 
task of economizing. I have already nodded to the debate, necessarily, 
in talking about investment criteria. Officially, Britain has decided that, 
in general, nationalized industries should price their output so that 
over five-year periods revenues will cover charges against revenue. 

The financial record indicates that the rule has in fact been departed 
from, but the precise measure of the deviation in all instances has yet 
to be calculated from the record; and there is reason to believe that 
responsibility for any deviation lies more with the government 
(concerned with elections and with inflation) than with the undertak- 
ings. The major consequence of failure to follow the commercial 
“market” rule is said to be misallocation of resources: prices too low 
to cover costs, or costs made artificially low by reason of loans at 
artificially low rates of interest are alleged to lead to overinvestment in 
the industry at the expense of underinvestment elsewhere in the econo- 
my. The claim that prices have been too low and loans too cheap and 
that significant misallocation by market standards has in fact occurred 
has been bravely challenged by one of the discussants at this session 
(William G. Shepherd, “Public Corporations and Public Action,” Po- 
litical Quarterly, Jan.-Mar., 1964, p. 58, for the dwindling few who 
prefer their economics watered down in English; “Cross-Subsidizing 
and Allocation in Public Firms,” Oxford Economic Papers, Mar., 
1964, p. 132, and “British Nationalized Industry: Performance and 
Policy,” Yale Economic Essays, Spring, 1964, p. 183, for those who 
take it straight), and I hope that the discussion earlier in the present 
. paper has already cast some doubt on the logic of the claim. The 
benchmarks are price and cost, and in the nationalized industries both 
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of these are so greatly within the arbitrary determination of the very 
undertakings they are supposed to guide as to lose much of their value 
as guides, Prices, costs, investments, and outputs which are “made” 
are determined, not determinants, and a balance of price and cost can 
be had at many different levels of investment and activity. The 
“revenue equal to charges” rule established by the British government 
is not the equivalent of the classical market guide to and test of eco- 
nomic allocation. 

Price equal to cost as the guide to economic allocation and test of 
efficiency also falters in the costing and pricing of individual products 
produced by multiproduct undertakings (and, of course, it is individual 
products rather than total outputs that are regularly bought and sold). 
I have no stomach for taking on the accounting profession at this or 
any other session, but I still labor under the long-standing impression 
that the distribution of common costs among the several products of a 
multiproduct undertaking is an art and not the administration of a 
natural law; and, hence, that the price-cost calculus of the free enter- 
prise market bears, at best, a slight tinge of the arbitrary. This has rel- 
evance for the issue of cross-subsidization—the carrying of 
unprofitable branches of a nationalized undertaking (e.g., coal, 
transport) by its profitable branches—which has engendered a spate of 
controversy in Britain. It is argued that cross-subsidization should be 
superseded by a strict “commercial” policy of withdrawing from 
unprofitable branches—high cost mines, underused stations, etc. 

Professor Shepherd has demonstrated that cross-subsidizing has in 
fact been less widespread than is sometimes supposed, and his sym- 
pathetic treatment of such cross-subsidization as has occurred, in the 
setting in which it has been practiced, is both convincing and encour- 
aging. I can add little but happy conviction to the debate. I should 
like, however, to mention the universality of cross-subsidization. It is 
to be found both in the regulated and “free” private industries as well 
as in nationalized undertakings. It is as familiar to regulated transpor- 
tation in this country as to government-owned transport in Britain; 
and the ubiquitous American drugstore may be offered as one popular 
candidate to represent cross-subsidization in free private industry. We 
worry about its presence in the case of railroads; when it appears in 
the drugstore we pay the druggist to worry. 

I am quite prepared to accept that, as an intellectual exercise in the 
classroom or computer laboratory, a pattern of investment, output, 
cost, and price might be worked out which would bring an allocation of 
overall resources of nationalized undertakings into line with a free 
market pattern of resource allocation—also worked out on a black- 
board or computer. But no such idealized allocation worked out for 
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flesh and blood nationalized undertakings would mesh “naturally” 
with the allocation of resources produced by the forces actually at 
work in the free enterprise markets of the real world. This latter does 
not make me unhappy, because I am quite prepared to believe also 
that the investment, output, cost, and price decisions which can be 
made by, or for, nationalized industries by more direct, blunt calcula- 
. tions, can perform the resource allocation task which society wants 
performed quite as satisfactorily as it is in fact performed by any free 
enterprise market which we have known or are likely to know. Fur- 
ther, the processes available to nationalized industries provide a mech- 
anism for taking into account—openly and responsibly—considerations 
which society wants taken into account outside the strict rule of price 
and cost, and which private industries operating in the market either 
cannot accommodate or are not suited to accommodate in their econ- 
omizing decisions. Indeed, to many this is the moving argument in favor 
of nationalization. Its realization calls for a little more imagination 
than the British government has displayed to date, but the potentiality 
is wide open. 

I have great admiration, even fondness, for the logic and the calcu- 
lus of the classical market—as a benchmark. But it is neither an infal- 
lible nor a universal guide for the economizing conduct of great soci- 
eties of men living together. Men can, and do, express their wants for 
themselves and for each other honorably and efficiently in ways other 
than individual market demands backed by purchasing power—notably 
by public expenditures for public goods such as defence, health, edu- 
cation, and the like. I can think of no reason why they should not simi- 
larly express their economizing desires through the medium of nation- 
alized industries whose investment, output, and price decisions depart 
deliberately and openly from the standards of the classical market. The 
only restriction I should impose is that they should be aware of the 
reasons for the departure and, within the limits of easy calculation, the 
extent of the departure. 

Who should make the decisions for the nationalized industries on 
investment, overall and individual service pricing and disinvestment, 
since the decisions are not to be guided surely and without deviation 
by precisely identifiable market criteria? Who, if not “the market,” is 
to speak for society? In the case of British nationalization, two voices 
have been heard and not always in complete accord. Investment and 
price decisions have been formulated in the first instance by the under- 
takings, but the government, represented by the Treasury and the 
Minister to whom the undertaking is officially attached, have had the 
decisive, and sometimes a different, word. The undertakings have been 
known to complain that their industrial-economic expertise was being 
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subordinated to the political-economic expertise of the government, 
even before 1951, and particularly since they have been operating 
from the enemy’s camp. 

The government must have the last word. We live in political econo- 
mies, and only the government elected by the people can speak for the 
people where the market has been silenced. Further, economizing in- 
volves overall coordination, and only the government—certainly not 
each individual undertaking—is in a position to coordinate and to ac- 
cept, for society, the responsibility of coordination. If we are to forego 
the soothing, anesthetizing processes of the market and face the prob- 
lems of economizing squarely and head on, the government must take 
charge as the overall directing, coordinating, responsible agent. 

I stand on this conclusion despite my unhappiness with the pricing 
decisions which the British government has made. But I hasten to offer 
two caveats. First, a sensible government will not forget that the func- 
tion of management is to manage; it will delegate large authority to 
the management of the industry and will spell out and publicize the 
limits of that authority. It will give great weight to managerial judg- 
ment and will encourage imaginative experimentation as a value par- 
ticularly to be sought in a nationalized industry—even, say, a spot of 
marginal cost pricing, when no one is looking. 

Second, and on the matter of coordination: a nationalized industry 
is part of a total economy, and its policies and program must dovetail 
with the overall policies and programs—macro, micro, and so- 
cial—established by the government. This relates to situations in 
which the industry is peculiarly involved, where, for instance, the in- 
dustry is tempted to cross-subsidize to assist a derelict area, or where 
the industry is caught up in a price dispute with another nationalized 
industry; and also to economy-wide matters as broad as inflation or 
aggregate unemployment. Industries, acting alone, can deal only par- 
tially and fleetingly, and in many cases only harmfully, with these 
matters, but directed and coordinated they can be employed to achieve 
a national purpose. The other, and equally important, side of this coin 
is that the government itself must have an economy-wide view and a 
total set of positive policies and programs into which the affairs of the 
industry can be purposefully drawn and firmly fitted. Much of the 
complaint that British nationalized undertakings have leveled against 
overriding governments might have been precluded if it could have 
been made to appear that government decisions were called for by 
basic policies and overall plans and were not the reflection merely of 
arbitrary and piecemeal judgments. 

The argument has been made that managements of British national- | 
ized industries should be free to run their undertakings and to indulge 
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their inclinations in the general area of welfare independently of the 
government, on the ground that managements of private industry, no- 
tably in the United States, enjoy such freedom. This permits us anoth- 
er look at the American scene. The look is conclusive, but the conclu- 
sion is not that which the analogy was intended to establish. 

The idealized version of the management of the giant American cor- 
poration places it amidst and slightly above the other claimants to cor- 
porate bounty—consumers, labor, creditors, suppliers, the public and, 
oh yes, the owners—dispensing economic justice among them, inspired, 
restrained, and guided by its social conscience and its deep sense of so- 
cial responsibility. This. version is overdone, but it is still quite true 
that American corporate management does occupy a unique position. 
Its four freedoms—from government, from competition, from stock- 
holders, and from want—are not absolute, but they are substantial and 
significant. Of these, the one that most concerns us here is freedom 
from competition. To the extent that the corporate undertaking is free 
from competition as an economizing force, it is, in the logic of Ameri- 
can capitalism, irresponsible. In that logic, market competition both 
defines and enforces economic responsibility; there are no free agents. 
There is nothing startling in this—the very purpose of any economy is 
to bend the will of individuals to the will of society in economic mat- 
ters, whether the determination and enforcement of society’s will are 
functions of the market or of society organized in government. If com- 
petition is ineffective and government is remote, there is a void that 
must be filled either by the restoration of competition or the introduc- 
tion of government. It cannot be filled by an infusion into enterprise 
managements of a sense of social responsibility. No matter how sincere 
they are or may become and no matter how ardently as individuals they 
may seek the good life for all of society, there is still lacking what is lack- 
ing in Britain if individual nationalized basic industries are left as free 
agents: direction and coordination. To the extent that giant corpora- 
tions in the United States are in fact free to dispense economic justice, 
they are a problem for us; they certainly are no model for British na- 
tionalization. 

Let me turn finally to a type of problem which I suggest is spawned 
in the semidarkness of private industry, but from which nationalized 
industry, in its simple innocence and because of the light of publicity 
which everlastingly shines upon it, is relatively free. Top-management 
compensation presents little difficulty for Britain’s nationalized indus- 
tries, but if I read the signs correctly, it threatens a real blowup one of 
these days in American private industry. Good business executives 
. must be paid enough to induce them to practice their arts effectively in 
the places where society wants their arts to be practiced. Top execu- 
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tives of nationalized industries are hired and paid under conditions and 
on terms which are completely open, straightforward, and understand- 
able. No mystery surrounds the transaction. The conditions and terms 
which characterize the engagement and payment of top executives of 
American corporations, on the other hand, are complex, mysterious 
and, one has reason to believe, highly personal to the participants. 
Through the medium of the corporation, corporate executives are the 
employees of the owners of the corporation—the stockholders. It is a 
rare stockholder, however, who can work his way through the melange 
of straight salary, bonuses, options, pensions, expense allowances, pay- 
ments in kind, vacations, and privileges that make up the executives’ 
compensation package, to a confident conclusion on how much his ex- 
ecutives are costing him. He is handed a self-serving rationalization— 
“we must meet the market if we are to attract and hold able executives” 
—hbut he can scarcely avoid the conviction that the make-up and di- 
mensions of the package can be said to be market determined only if 
by the term “market” something resembling a private preserve is meant. 
The market for corporation top executives is indeed a peculiar 
affair. Through its control of the proxy machinery, top management 
determines the selection of the board which selects top management; 
top management sits across from itself at the bargaining table, hiring 
itself and setting the terms of its own employment. Top management is 
a vitally important factor of production, but operating in the context 
of the corporation its precise functional character has never been thor- 
oughly examined or buttoned down. It can be. hired on a fixed-dollar 
contract, and in this sense is a labor service; it can “invest” itself for a 
possible return in profit (just as ownership capital can be invested), 
and in this sense its provision partakes of entrepreneurship. In the lat- 
ter case, the risk component may or may not.be present. Irrespective 
of their designation and whether their remuneration be termed 
“wages” or “profit” or both in uncertain proportions, the services ren- 
dered by top management to a private corporation are unstandardized, 
and the measure of their productivity is, at best, imprecise. Small won- 
der that sitting in economic judgment on itself in its own specially con- 
trived “market,” top management comes up with a compensation for 
itself which in form, content, and dimension is wondrous to behold. 
And when one contemplates competing top managements pursuing 
competing top managements and luring them away from other compet- 
ing top managements in a kind of incestuous, fenced-in, closed circle, 
using a teeming witches brew of wages, bonuses, options, and the rest 
as bait, the totality presents a bizarre scene in contrast with which the 
hiring and paying of top executives by nationalized industries is almost 
pastoral. ` 
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The neoclassical theory of the firm assumed an entity operating in a 
market environment in competition with other private, profit-seeking 
organizations. Within the firm, specialization and the division of labor 
in production were considered to be well developed. But this factor in 
itself could not explain the existence of firms, since the same phenome- 
non occurred among firms as well as within them. Rather the existence 
of these relatively large organized units was to be explained by the ex- 
istence of externalities—gains obtained and losses avoided as the re- 
sult of collaborative action. An important aspect of this was thought to 
be the economies resulting from centralized direction of activities. 

The rise of management science, without changing this picture fun- 
damentally, has provided major new insights into the complexity of 
enterprise organization—a complexity which persists even when quite 
modest numbers of people are involved. The growing specialization 
and division of labor within management itself has provided much evi- 
dence of this complexity. Closely related is the role of information, 
communication procedures, and uncertainty in influencing enterprise 
decisions. But the picture of the firm which emerges from this line of 
study is still restricted by the limited range of organizational forms 
available for study in Western countries, and particularly in the Unit- 
ed States, where the bulk of the work still seems to be done. In a com- 
plex organization burdened by substantial externalities, there may be a 
great deal to be learned by varying the form of organization. For the 
effect may well be to generate much new information and consequently 
new decision patterns, some of which may prove to be more effective 
than those evolving from contexts presently under study. 

Yugoslav nationalized firms offer a highly original combination of 
features with whose operation there is now a twelve-year experience. 
In this paper a few general and somewhat speculative comments will 
be offered as to the functioning of this type of organization and its 
significance for the understanding of penea; of enterprise decision 
making in general. 


I 


At first glance the fact that Yugoslav firms operate in a market 
would seem to be the most important fact determining their behavior. 
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However, this need not be the case; in fact I think it is easy to exag- 
gerate the necessary causal impact of the market environment on firms 
in general. The point is that there are a wide variety of circumstances 
in which market pressures are scarcely felt. This is not just a matter of 
monopoly position or the absence of close substitutes. It is also—and 
perhaps even more importantly—the nature of the goals which govern 
decision making. A nationalized firm need not seek profits or strive to 
satisfy consumers in order to survive. A government need not and in- 
deed may not be capable of generating appropriate goals in the enter- 
prises it owns or controls. 

The market does put the making of deals at the center of enterprise 
operation and as a consequence develops more or less naturally money 
measures of performance which are likely to be adopted simply because 
of their convenience and regardless of goals. This in itself may tend to 
create pressures toward more conventional orientation both by govern- 
ment and by firm managements; but the point is that it need not, for 
the pressures of the market are in keen competition with political pres- 
sures in influencing nationalized firm decisions. 

Naturally the state in Yugoslavia plays a considerable role in 
defining the framework in which nationalized firms operate and in con- 
trolling their decision processes. Firms are subject to very heavy taxa- 
tion, their contributions covering about half of governmental budget 
expenditures in recent years, with excise taxes covering an additional 
sixth [5, pp. 46-49] [9, p. 124]. In principle, the policy has been to 
establish regular and anonymous tax forms rather than making arbi- 
trary deductions from the incomes of individual enterprises. In prac- 
tice, however, the tax system has been sharply overhauled about every 
other year, and a variety of discriminatory penalties and favors have 
proliferated. Control of depreciation allowances and also of expendi- 
tures for capital maintenance has been maintained from the beginning, 
though recently there has been some discussion about ending the lat- 
ter. Over the last ten years there has been a rather steady growth in 
the scope of price controls until by 1962 about two-thirds of the value 
of industrial goods was subject to this control [3, Dec. 21, 1963]. On 
the other hand, governmental participation in the setting of wage 
differentials—a feature of the early operation of the system—no long- 
er has any legal basis. 

As might be expected, the Yugoslav firm is subject to political pres- 
sure from several sources. Because it is often exercised informally, this 
kind of pressure is very difficult to evaluate, but it is clearly substan- 
tial. The manager of the enterprise is the legal representative of the 
state within the firm and is expected to see that regulations are obeyed. 
` The local government plays some role in his appointment and general 
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regulations set minimum qualifications. In addition to the director, 
both the League of Communists and the trade-unions are expected to 
exhort participants to appropriate levels of performance and to serve - 
as watchdogs of that performance. For example, a union is said recent- 
ly to have stepped in to prevent salaries being set for managers at a 
level deemed too high in relation to other salaries within the firm.* 
Local governments have been known to put pressure on firms for addi- 
tional income for local purposes and have attempted to influence price 
policies as well. However, legislation has now somewhat restricted the 
power of local governments to act in this way. Despite such restric- 
tions, it is obvious that the power of government over nationalized 
firms is very great, so that such informal] influences are likely to re- 
main an important feature of the system. 

Though the forms and perhaps the extent are novel, the fact of in- 
volvement in both market and political pressures is a common feature 
of operation of nationalized firms in the West. Novel also is the extent 
of nationalization, which in Yugoslavia includes all industrial firms of 
significant size. As a consequence, a rather large fraction of the deal- 
ings of these firms is with other nationalized firms. Both the market 
and the state in its interventions serve to define the nature of these in- 
teractions. Competition is one manifestation of this interaction, and 
observers are agreed that quality improvement has been one of the 
products. The administrative decentralization, which has provided 
some autonomy to both republican and local governments, has also 
been a factor promoting competition as territorial units vie, among 
other things, to expand their tax bases. That this interfirm competition 
can be quite keen is testified by a recent anecdote concerning the com- 
petitive granting of price rebates by chocolate firms; a firm which was 
apparently losing out in the struggle complained of its intensity and 
denounced this price shading as “unfair competition” [1, Feb. 19, 
1964]. 

However, a very serious problem has arisen in the form of collabo- 
ration among firms in nationalized industry. The extreme version of 
this—monopoly—is of frequent occurrence in the sense that in a small 
and developing economy like that of Yugoslavia there are very many 
products having only a single producer. Since many internal markets 
are still well isolated from world market trends, this offers opportuni- 
ties to firms which have often not been resisted and which account in 
part for the growth of price regulation. Instances of price fixing and 
market sharing agreements are reported rather frequently in the press. 
Though there are antitrust regulations against this, the state neverthe- 
less has often provided a good deal of indirect assistance to arene at 


1 This story was told to the author by a Yugoslav management expert. 
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collaboration. Until the foreign trade reform of 1961, the allocation of 
foreign exchange among firms by economic associations was a major 
instrument of informal agreement. Since that time the movement to- 
ward economic integration of firms has no doubt provided a convenient 
device. 

Nationalized firms almost by definition are easier for the state to 
reorganize than private firms; so that it should be relatively easy to 
break up nationalized firms in order to stimulate competition. Howev- 
er, in a small economy domestic competition is inevitably relatively 
less viable. In Yugoslavia perhaps the major gain from this sort of 
control has come from regulation of the size of urban wholesale trad- 
ing establishments. A series of reorganizations in the early days of the 
new economic system has led to the development of a comparatively 
efficient and reasonably competitive distribution system—a sector 
which in developing economies is generally notorious for its inefficiency. 

Variations in state policy toward firm size and cooperation among 
firms suggest the difficulties that must be faced. A set of syndicalist 
industrial associations was a part of the original worker management 
legislation of 1950, but these were abolished in 1952 when it became 
apparent that they were being used to circumvent market competition. 
Then in the mid-fifties a new set of associations was established to 
serve research and informational functions and which in fact were a 
basis for more cooperation. More recently, concern over export mar- 
kets and substantial excess capacities in some industries has led to new 
stimulation for association. Shipbuilding represents one instance in 
which common export effort seems to provide a major stimulus, where- 
as in steel and textiles economies of integrated operation seem to be 
the dominant consideration [3, Mar. 30, 1963] [1, Feb. 13, 1964]. 
The dangers in this movement toward cooperation and merger can be 
illustrated by the newly integrated firm Makedonka which will process 
over 80 percent of its region’s textiles, or from the expansion of Zeni- 
ca, already the nation’s largest steel producer, by integration with a 
mine and two existing mills [1, Feb. 17, 1964]. A variety of forms of 
integration have been concocted but none as yet that will in themselves 
prevent the firm from profiting in socially harmful ways from market 
control. For example, the chocolate firm mentioned above decided to 
try to get an agreement in its industrial association to prevent further 
price competition. 


I 


Aside from the number of firms involved and the consequently more 
pressing need for impersonal control and performance-evaluation 
` schemes, the problems described above are not fundamentally different 
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from those faced by governments operating nationalized firms in other 
market economies. The really distinctive feature of the Yugoslav case 
is the use of workers’ management as an important element in the in- 
ternal decision process of nationalized firms. One might anticipate that 
this would lead to strikingly different enterprise decision patterns and 
would also strongly influence the kinds of problems already mentioned. 

The introduction of workers’ management in industrial factories was 
a revolution from above and from the beginning was rather carefully 
controlled by the instruments for exerting political influence. Else- 
where I have argued that in the early years the manager generally ran 
the firm, though the workers’ councils often did manage to make their 
voices heard on questions of wages and hours [10]. In searching the 
Yugoslav press, it is not difficult to find evidence that director domi- 
nance is still a factor in enterprise decision making. For instance, a re- 
cent spate of articles in the League of Communists’ newspaper show, 
disapprovingly, managers ignoring the rights of workers and their 
councils [1, Jan. 6, 9, 28 and Feb. 7, 1964]. Three of these dealt 
with the unjustified firing of workers and technicians by managers; the 
fourth with a manager who reportedly never consulted his workers’ 
council, merely seeking their approval of his decisions after the fact. 
The cases appear to have come to light mainly because illegal acts 
were also involved; in each case it seems clear, however, that the 
workers’ councils were not acting effectively to control the managers’ 
actions. 

Even instances which are cited to illustrate the power of the councils 

‘are not always convincing. The story was recently told of a Serbian 
textile factory in which the management entirely ignored the workers’ 
council. When finally a meeting was called to go through the formality 
of approving the annual plan, the entire council was silent, refusing to 
vote on the ground that they were not prepared. A League official was 
present, supported the workers and brought the issue to the attention 
of “union, party and government circles” [8]. If it takes action by 
an official of the League of Communists to bring council members to 
the exercise of their formal rights, the council’s power base must be 
rather insecure. 

Despite the continued appearance in the press of anecdotal material 
of this kind, there is strong evidence that the workers’ councils gener- 
ally are functioning more effectively today than a decade ago both as 
representatives of worker interests and as an effective influence on en- 
terprise decision making. Perhaps the most convincing evidence is the 
attitude of the state: legislation since about 1956 has clearly trended 
toward increasing the influence of workers’ councils vis-à-vis both | 
manager and management board. Most important, as two recent stud- 
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ies agree, is the transfer of full authority over hiring and firing deci- 
sions to the workers’ council [4, Chap. 9] [7, p. 83]. Though there are 
rules governing qualifications, especially for technical personnel, both 
the number of people to be hired or laid off and their names are mat- 
ters for the workers’ council to decide. This is even true of the manag- 
er, though the local government is represented on the appointing com- 
mittee, and is concerned in dismissal procedures. 

A second area in which workers’ council authority has been greatly 
strengthened is in fixing wages. Both local governments and unions 
were previously involved with the workers’ council in this decision, but 
now competence is entirely in the council’s hands. Of course the watch- 
dog agencies are concerned about inequities and may intervene, as the 
above-cited story about a manager’s salary testifies; but this is now 
‘exceptional rather than regular practice. And it may well be true that 
where a strong workers’ council exists it is in a position to resist such 
pressures. An implication of this increased authority has been that 
control by external agencies of the allocation of funds within the firm 
has been greatly weakened. This is partly the result of a deliberate 
policy of relaxing control of internal enterprise decisions and partly a 
consequence of the difficulty in determining the size of the “surplus” 
when national wage standards are no longer available for estimating 
labor costs. There is very wide variation in the ratio of funds at the 
free disposal of firms to personal incomes, which reflects the state of 
the market, the quality and size of the capital stock, and the wage 
rates fixed by the workers’ councils—all in unknown proportions. In 
recent times, successful firms (in 1962, 355 of 2,684 industrial enter- 
prises operated at a loss) have been passing out 75-80 percent of these 
funds as additional wages [5, pp. 76-79]. But when the figure rises 
above this level or falls below it, the union, for example, finds it 
difficult to decide whether there is a question of social responsibility or 
whether the deviation is a result of aay setting of wage levels by 
the workers’ councils. 

In fifteen years of experience with the institutions of workers’ man- 
agement quite a substantial fraction of the workers (in most places 
ranging from a quarter to a third of the current staff) have participa- 
ted as council or board members. Both the formal legislation and the 
trend of changes in that legislation are evidence of governmental and 
League interest in strengthening the institutions. Increasing levels of 
education and increasing experience with the problems of market oper- 
ation and with the techniques of becoming informed about these prob- 
lems must have played a role in stimulating worker interest in enter- 
_ prise decisions. A sample survey of workers in the small industrial 

town of Varaždin indicated that perhaps as many as a third could be 
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rated as reasonably well informed about the operation of their respec- 
tive enterprises (interestingly enough, fewer than half of the members 
of the League of Communists who were interviewed were so rated) [6, 
pp. 47-48]. The study certainly indicates that the informational basis 
essential for the exercise of power has been established; it might be 
noted that a priori the town of Varaždin, with its small size (under 
30,000) and large immigration from the countryside, is not an espe- 
cially favorable site for this kind of test. 

There is no real basis for confident generalization as to the internal 
power structure of the Yugoslav nationalized firm, except that there is 
a great deal of diversity. One might guess that external political fac- 
tors are likely to be greater in the smaller towns and more backward 
areas, where political interest tends to be concentrated on the perform- 
ance of a few enterprises and where the techniques of politicians are 
likely to be cruder. One might also guess that firms with a large frac- 
tion of unskilled employees or with a large fraction of recent immi- 
grants from the villages would also have less effective workers’ coun- 
cils, in one or the other of the two senses mentioned at the beginning of 
this section. The anecdotes which deal with malfunctioning would sup- 
port these guesses and some Yugoslavs with broad experience with 
management problems would agree. There is no doubt tbat in a large 
fraction of firms the workers’ council and even the entire work force 
constitute a group whose primary interests managers ignore at their 
peril. 


Ti 


The notion of consumer sovereignty should relate to the production 
as well as the consumption activities of individuals. The provision of 
labor services possessing negative marginal utility contributes to indi- 
vidual satisfaction in the same way as does the consumption of valua- 
ble services. ‘Though recognized in principle, this symmetry is not al- 
ways apparent either in economic theory or in the more philosophical 
discussions of the question. In the latter, the influencing of tastes tends 
to dominate discussions of consumption and alienation tends to domi- 
nate discussions of production; in the former it seems to be widely as- 
sumed that mobility, free choice of occupation, and reasonably free 
access to training are sufficient guarantees of sovereignty. This I think 
is a mistake. Not only does alienation relate to consumption but-—and 
this is the relevant point for the present paper—sovereignty is closely 
tied both to the extent to which attitudes are manipulated within the 
enterprise and to the range of choice of human activities within the en- 
terprise. f 

Workplace interactions are of a peculiar intensity which determine 
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many aspects of behavior during half or more of the waking hours of 
participants. And since the decline of Taylorism, there is a common 
view that a great many enterprise decisions, including the technical 
ones, have no one-best-answer regardless of the goals of participants; 
that is, the complexity of the enterprise makes it a much more open en- 
vironment with respect to the range of feasible choices by participants. 
Also, as noted above, enterprise labor is a public good in the sense that 
one man’s behavior and satisfactions are stongly influenced by the be- 
havior of other participants in the firm’s activities. 

Most of the difficulties with the concept of individual sovereignty 
stem from public good aspects of human interaction. What is clear is 
that nonmarket processes become more interesting where externalities 
are important. Where individuals and their interests differ, the solu- 
tions adopted and even the range of alternatives considered come to 
depend strongly on the distribution of power and influence within the 
decision unit. This is what makes the Yugoslav experiment with 
workers’ management especially interesting: the possibility that a new 
power arrangement within the firm will reveal, through the process just 
outlined, new solutions to old problems of enterprise decision mak- 
ing—solutions whose very consideration is blocked by the limited 
range of enterprise power structures with which we have any experi- 
ence. 

It is clear that the organization of the Yugoslav firm does not elimi- 
nate all causes of conflict among participants. In fact, relatively stable 
interest conflicts may be generated and to some extent are fostered by 
the organizational form. Both the manager and the management board 
have some independent authority which may at times be opposed to 
the interests of the workers’ council—an authority which is based part- 
ly on the manager’s role as representative of the state and partly on 
the institutionalization of several internal organs with decision-making 
powers [7, Chaps. 3-4]. Also, the manager must often stand as a de- 
fender of the interests of the technical and managerial staff before a 
council which by law contains a majority of production workers. 

Nor are the workers without some problems of interest conflict 
among themselves. Recently a referendum was held among all workers 
in Interplet, a textile enterprise, to decide whether to close down a mill 
which had been making heavy losses since it went into production 
three years ago. The decision was overwhelmingly for shutting down 
though, not unexpectedly, some three-fourths of the workers in the 
affected mill voted to continue operation [1, Nov. 18, 1964]. Anoth- 
er recent description shows the local government and workers’ council 

_ of a chemical firm unable to reach agreement on the appointing of a 
new manager, the difficult choice lying between the president of the 
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local communal government and the secretary of the factory commit- 
tee of the League of Communists. The decision was finally achieved by 
the workers’ council after the withdrawal of the former official from 


-the competition without giving cause [2, Nov. 21, 1964]. It is indeed 


striking to find decisions of these kinds being made by workers’ repre- 
sentatives, but interest conflicts are not thereby avoided. 

In any social unit the most divisive issue is likely to be that of fair 
shares, In the Yugoslav enterprise this conflict is probably somewhat 
muted by the profit sharing scheme which provides some generalized 
incentive toward the making of profitable choices by the workers—a 
point which has recently been illustrated in a model of group decision 
making [11, Chap. 9]. A practical example was the already men- 
tioned case of a workers’ council wanting to pay an exceptionally high 
salary to the enterprise manager in order to attract an outstanding 
person. The other side of the coin is suggested by one of the questions 
in the VaraZdin study. Workers were asked whether they thought 
profits should be shared equally among all workers or in proportion to 
regular earnings; they divided almost equally in their answers [6, p. 89]. 

There is another area in which the Yugoslav power structure seems’ 
to differ substantially from that of the typical nationalized (or large- 
scale private) firm in the West: the absence of a strong trade-union in 
the traditional sense of the term. A hierarchy containing many officers 
full time on the union payroll and devoted jointly to defense of the 
workers’ interests and the preservation of the union, can often serve to 
sharpen worker-management conflicts and at the least inserts a new 
interest group into the picture. To mention only one place in which 
this difference is evident, information regarding commercial operation 
of the firm is often withheld from Western union officials, but Yugo- 
slay management is required by law to provide all information desired 
by the workers’ councils. 

A list of differences stemming from the unique internal organization 
of the Yugoslav nationalized firm could be extended almost at will. An 
analysis of the implications of these differences can hardly be under- 
taken here; indeed, lack of detailed information on actual operation of 
these firms would force one into the realm of speculation at a very early 
stage. But I would like to suggest that it is possible to exaggerate the 
impact of these differences. This is not intended as a criticism of Yu- 
goslav practice but rather as an appreciation of the extent to which the 
work force and its representatives have become involved in enterprise 
decision making in the West. One might question whether the referen- 
dum at Interplet or the final council meeting of the chemical firm were 
the actual scenes of effective decision making; though it does seem 
likely that workers’ representatives were involved in the decision pro- ` 
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cess in a significant way. But such decisions are not generally taken in 
Western nationalized firms without giving serious thought to worker 
and union reaction. Wages and working conditions are not formally 
the bailiwick of workers in the West, but their influence on these deci- 
sions is often substantial, while in Yugoslavia the authority of the di- 
rector and the influence of the various watchdog agencies is far from 
nil. Even in the area of commercial secrets motives may be mixed. It 
has been claimed that workers’ councils had no knowledge of several 
price fixing agreements in brick making and other industries [8]. 
There are gains to being uninformed on certain matters. 

But it would be inexpedient to close on this note; for what is left 
out of account may well be the most important aspect of the problem: 
the effect on worker attitudes and behavior of changes in information 
flows and influence at the lowest level of interpersonal contact. A dis- 
tinguishing feature of group decision processes is their tendency to be 
very sensitive with respect to apparently minor changes in data. A 
large number of Yugoslav firms have not yet achieved or only recently 
achieved effective workers’ council influence on many internal decision 
processes. Whether in these firms new and more effective forms of 
workplace interactions are also developing remains an open question. 
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DISCUSSION 


Grorcg Macersicw: Professors Lewis and Ward have examined in an 
interesting manner nationalized industries in Great Britain and Yugoslavia. 
Both countries are well known for their ability to generate and apply new 
ideas. And both consequently have considerable worldwide influence. Their 
experiences are indeed well worth examining. 

I have several comments on the two papers. Let me first turn to Professor 
Lewis’ paper. Most economists will agree that all complications and 
qualifications aside, optimum output is attained by marginal-cost pricing. 
Simply put, the socially best amount to produce is the amount whose price 
per unit is equal to marginal cost. It is after all little more than a standard 
proposition in welfare economics. And if I understand his paper, he does not 
dispute this proposition, nor does it appear that the application of this prop- 
osition is the paper’s principal message. 

More important, Professor Lewis’ paper does serve a very useful purpose in 
drawing one or two interesting and important implications from British expe- 
rience for some American industries. For example, the American steel indus- 
try would appear to be well on its way towards creating a climate favorable 
to the type of regulation current in public utilities. I agree with Professor 
Lewis that if this does in fact occur, the steel industry can lay principal 
blame on its own managers. I would add that the economic illiterates em- 
ployed on the industry’s public relation staffs have also made a contribution. 

A case in point is the recent commotion over “administered price” inflation 
and the steel industry’s supposed leading role in such inflation. The spectacle 
of otherwise sophisticated members of congressional committees listening and 
even eliciting economic nonsense from various political advocates is surely 
a wonder to behold. Indeed, one committee produced a staff study in currently 
fashionable Harvardese complete with appendices reporting ex cathedra the 
dominance of “market power’ in the steel industry and its considerable role 
in the inflation of the 1950’s. A closer examination of this particular staff 
study reveals that its predictive power is zero owing to implicit requirements 
that the United States must be on the steel monetary standard and in a world 
of rigidly complementary goods. Needless to say, both of these conditions re- 
main to be fulfilled in the world as we know it. 

The steel industry’s inept defense turned on attempting to blame unions for 
the alleged price rises and its own helplessness before such “all powerful” 
unions. I suspect that this is but another example of industry attempting to 
place the blame for inflation on unions in the hope of advancing industry’s 
public image and downgrading the union’s image. It is also an illustration of 
the misuse of the term inflation which regards every rise in an important indi- 
vidual commodity price as inflation and disregards quality changes and rela- 
tive price declines in many of the less obvious sectors. In their zeal to discred- 
it unionization, the steel industry has set itself up for nationalization or, . 
more imminently, for treatment as a quasi-public utility. 
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A reading of British postwar experience with nationalization suggests to me 
that it is inconclusive so far as strict economic criteria are concerned. To 
some it is an article of faith. To others it is simply a matter of expediency. 
Professor Lewis argues that it may also be educational to the general public 
by introducing people to “society’s great and never ending economizing 
adventure.” If so, the Yugoslav experiment with which Professor Ward deals 
in his paper promises to be even more educational. 

Professor Ward’s paper considers Yugoslavia’s unique system of workers’ 
management. I would certainly agree with him that the system has come a 
long way since its introduction in 1950. The disagreement and confusion 
among supporters and critics of Yugoslavia’s system seems to me to be trace- 
able to the implicit use of different criteria in judging the viability of the 
country’s system. Critics appear to use as a criterion the inability of the sys- 
tem to give scope to “talent,” such as directors and technicians, Supporters, 
on the other -hand, use as their criterion the ability of the system to give 
scope to the “untalented,” such as production line workers. The untalented 
cannot translate their grievances into creative effort and so are more likely to 
be more troublesome than the talented. The problem then is how to give 
scope to the untalented while at the same time insuring the system against 
them. l 

If judged by the latter criterion, the Yugoslav system appears well engi- 
neered. How well the system performs on this score is suggested by the suc- 
cess of so-called “blue-collar” workers (not all of whom, of course, are 
untalented) in moving into managerial position. Studies reviewing the opera- 
tion of the system from 1950 to 1960 report 77 percent of the blue-collar 
workers and 24 percent of the white-collar workers have participated in some 
capacity in managing the country’s enterprises. Over 70 percent of these 
workers had less than an American high school education. It would seem that 
the Yugoslavs are full force introducing their people to “society’s great and 
never ending economizing adventure.” 

My own observations of worker management in practice in such firms as 
Iskra in Kranj, Slovenia, which is in the more developed region of the coun- 
try and in several firms located in less developed regions such as Macedonia — 
suggest to me the importance of the quality of the group participating in 
management, It is really a unique system for on the job training of manage- 
ment, and many workers do in fact rise to very responsible positions. Some 
evidence of the degree to which “professionalization” of the managerial func- 
tions in a Yugoslav firm has occurred is available. Mirjana Potek in a study 
of 143 of the 193 enterprises located in the Zagreb area during the period 
1953-58 concludes that professionalization does not seem to be a serious prob- 
lem. Her study is based on worker mobility into an out of offices in the prin- 
cipal organizations (president of the workers’ council, president of the man- 
aging board, president of the trade-union, and secretary of the League of 
Communists within an enterprise). Unfortunately, we do not have a compara- 
ble study for the mobility of the director. Scattered evidence suggests, howev- 
er, that his position is not as secure as the critics of the system would have 
one believe. On the other hand, it would be interesting to see how much the 
mobility of the key personnel depends on their political affiliations. 
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The really critical problem in the Yugoslav socialist firm is the propriety of 
the allocation of additional capital among competing uses. The worker-man- 
agers have a vested interest in the actual or potential profitability of their 
own firm. In a private enterprise economy the same may be true, but the 
price system exerts a continual check on their ambitions, The socialist firm in 
Yugoslavia does have a bias toward the use of excessively capital intensive 
techniques. This derives in part from a desire to hold down the number of 
workers who share in the pita, which is a Serbian pie. 

I have one suggestion for improving the system and it is to broaden the 
profit sharing base. For example, instead of sharing in the profits of their 
firm, the profits of the various firms could be pooled by the commune and 
then shared in a periodic dividend by all worker-managers within the 
commune’s territory. Such a solution might have an undesirable side effect in 
that it might lead to a misallocation of resources among the country’s eight 
hundred or so communes. This could be corrected, however, by appropriate 
taxes administered on the federal or national level. Capital could be given 
more rational geographic distribution. And also Professor Lewis’ brand of 
economic education would be broadened. 


HERBERT G. GRuBEL: In my comments I shall concentrate attention on Pro- 
fessor Ward’s perceptive observations on the problems of decision making in 
the Yugoslav firm. 

In the short time allotted to me I shall argue that the changing and confus- 
ing picture of the decision-making process in the Yugoslav firm in recent 
years is due to the presence of a basic dilemma. The dilemma is that the in- 
stitution of workers’ councils and the public ownership of capital is incompat- 
ible with the objectives of efficient allocation of resources and economic growth. 

Let me begin the defense of this proposition by recalling the following well- 
known fact about the classical model of the capitalist firm. When it is as- 
sumed that the firm operates in competitive: markets and under certainty, 
then the given and known production function and price parameters yield 
only one unique optimizing solution. In principle, it therefore makes no 
difference who directs the operation of the firm, since the constraints and al- 
ternative uses are known. In a dynamic world of uncertain prices and produc- 
tion functions, however, someone has to take a position on the outcome of the 
future events. This role is assumed by the owner of the firm’s equity and by 
virtue of assuming the risk he acquires the right to make the decisions. But it 
should be noted that while conditions in the future are uncertain, the entre- 
preneur nevertheless bases his decisions on price parameters given to him exog- 
enously, including the price of capital. And, important for my analysis, it is 
pure self-interest, the effort to maximize his personal utility function which 
motivates the entrepreneur to actions which are ultimately in the social inter- 
est. 

In order to derive the benefits which decentralized decision making and 
scarcity prices have on the efficiency of resource allocation and the maximiza- 


tion of consumer satisfaction, the Yugoslav firm was organized so that it . 


would operate just like a competitive firm. The firm was given the liberty to 
make input and output decisions purely on the basis of market determined 
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prices. The important difference in comparison with the Western firm, howev- 
er, is-the public ownership of the means of production. 

The power to make input and output decisions must ultimately be tied up 
with the ability. and willingness to accept the consequences of a wrong deci- 
sion in a meaningful way. If we assume that prices of factors and products in 
Yugoslavia are competitively determined, then it follows that the capital in- 
vested in the enterprise carries this burden, just as in the capitalist firm. 
Therefore, the firm’s decision-making authority should be vested in the hands 
of a government representative, whose pay (and social status, etc.) should be 
based on his ability to make the proper allocative decisions and maximize the 
value of the enterprise for the government. It is quite clear that such an insti- 
tutional arrangements leads to statically efficient resource allocation. Econom- 
ic growth is determined by the government’s decision to channel savings into 
enterprises so that marginal rates of return are equalized in all uses or so that 
other social objectives can be achieved. Theoretically, therefore, the static al- 
location of resources is not necessarily affected by the public ownership of 
capital. 

For ideological reasons, however, Yugoslav firms are not supposed to be 
Tun by state-appointed, state-supervised managers. Instead, workers’ councils 
are empowered to make basic input-output decisions. The heart of my argu- 
ment is that if in fact they have these powers these councils are faced with 
the insoluble conflict between looking after their own interests and looking 
after those of the state. These interests do not coincide; therefore efficient 
operation of the firms requires a social conscience on the part of the workers 
as decision-makers which, the record shows, they do not possess. Let me 
sketch for you—and it can be no more than a sketch—how some recent regu- 
lations of Yugoslav firms can be explained as having arisen as a result of the 
operation of this dilemma. , 

First, depreciation allowances and expenditure for capital maintenance had 
to be regulated by the state. Otherwise workers would decide on economically 
unjustifiable depreciation rates, thus inflating profits available for distribution 
to themselves. 

Second, legislation regulating the share of profits distributable as wages 
had to be introduced. Workers were willing to appropriate the positive re- 
turns from risk-taking whenever they accrued. 

Third, firms turned out to be very ingenious in avoiding the consequences 
of losses made. Liquid positions were improved and true losses hidden for a 
long time by delay of payments, etc. Thus laws prescribing the maximum 
length of time over which debts could remain unsettled were passed. ; 

Fourth, bankruptcy laws had to be tightened. The problem of making the 
consequences of bankruptcy a really effective stick, as it is in the capitalist 
society, is one of the most serious obstacles and probably an insoluble one to 
the proper functioning of the workers’ council decision-making process. 
Workers tend to have no real assets the loss of which can be threatened. It is 
socially and politically unthinkable that their wages would be reduced below 


. the current norm for any length of time. Workers will always know this. Con- 


sequently the state’s capital is assuming ultimately the risk of decisions made 
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by a group of individuals not primarily interested in its preservation. The al- 
location of the state’s capital resources out of current savings into genuine 
growth, difficult enough as it is in the real world where prices of final prod- 
ucts are not competitively determined, tends to become even more muddled 
and obscured by the need to rescue firms in trouble because of mismanage- 
ment. 

Let me close by arguing that the institution of workers’ councils leads 
theoretically to a misallocation of resources because the true price of labor is 
distorted—a point made by B. Ward in his 1958 paper in the American Eco- 
nomic Review. When the council decides on hiring an additional worker, this 
decision is made on the basis not of the going wage rate but the wage rate 
plus a share of the bonus to be paid out of profits. Even if the true wage is 
considered to be a base rate plus some average bonus, the fact remains that 
from the council’s point of view the cost of the added man may be higher or 
lower than that, depending on expected profits. Thus one of the basic require- 
ments for efficiency—a fixed, market-determined wage rate—is not met, 
implying all the well-known additional distortions in the general equilibrium 
setting. 

In my discussion so far I have abstracted from other difficulties besetting 
the Yugoslav economy, such as inflation, collusion among firms, balance-of- 
payments problems, and others. Given these difficulties and the basic incon- 
sistency of workers’ councils decision making with public ownership of capi- 
tal, the need arises to explain what many observers regard as a reasonably 
satisfactory performance of the Yugoslav economy in the recent past. The ex- 
planation has to be sought in the fact that in reality workers’ councils have 
not had the decision-making power theoretically belonging to them. Professor 
Ward refers to the reported incidents of managers’ domineering over their 
councils. Furthermore, the policies just outlined and the extremely flexible 
taxation laws of the government mentioned by Professor Ward have suc- 
ceeded in remedying many of the gross manifestations of the basic dilemma. 
At the same time, however, these laws tend to reduce the basic freedom of 
choice for the firm and thus threaten to defeat ultimately the objective of the 
experiment. 


Wr1am G. SHEPHERD: Pricing and investment policy are Professor Lewis’ 
main topics, and they will be mine too in this comment. The “overflowing 
river” of reports and debates in Britain has steadily pushed the government 
and the industries toward the application of “commercial” criteria in guiding 
and rating industry performance, This has boiled down in practice to two 
things: company-wide profits targets which are “comparable” to those in pri- 
vate industry, and the elimination of cross-subsidizing, which would permit 
unprofitable operations to continue. 

There are merits to these and related guidelines. They lead to improved 
costing, more careful screening of investment, and an awareness that nation- 
alized industries belong in a general allocational framework. But their limita- 
tions have frequently been overlooked. Though I have discussed this else- , 
where, a few points may bear repeating here. Many all-too-familiar public 
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utility rate structure problems remain entirely unsolved by commercial cri- 
teria alone. For all the major British nationalized industries (electricity, rail- 
ways, coal, telephones, gas), commercial criteria are therefore incomplete by 
themselves, Also, overall profit rates may do little to determine output in the 
thousands of separate markets in which these firms sell. Repercussions exter- 
nal to the public firm (as from mine and rail closures and reorganization) 
would be excluded from commercial calculations by the industries, and yet 
often these have not been adequately dealt with by direct government pro- 
grams. Therefore, in many cases, commercial guidelines would cause a depar- 
ture from patterns based on real costs and benefits, This seems to me a fair 
conclusion, despite the current controversies over external effects. Also, the 
proper “comparable” profit rates are difficult, perhaps impossible, to discover. 

Less obvious, the commercial guidelines imitate certain market patterns 
(profits, closures) but close off other commercial activities which are impor- 
tant to any large corporation, public or private. Chief among these is 
diversification across industry lines; this is now well known to be necessary 
and integral with growth and, if you will, with dynamic efficiency of the firm. 
Yet this gap in the “new” approach toward public firms has been given virtually 
no attention by professional economists. 

So much for analytical points. A statistical look at actual ‘behavior of pub- 
lic firms in the fuel sector (especially the National Coal Board) indicated to 
me that wholesale misallocation had not occurred for want of commercial 
guidance. More recently a study of the British telephone system has suggest- 
ed that the commercial approach may in part lead directly away from 
efficient patterns. These case studies cast empirical doubt (in addition to the 
theoretical objections) on the necessity for relying heavily on the commercial 
criteria which have been discussed. 

I take it that Professor Lewis and I are in broad agreement on these points. 
Lewis also comes down hard on the peculiar meaning of “profit” for national- 
ized industries such as these, and again I mainly agree. But if points like 
these are as clear and compelling as they seem, how could the main drift of 
policy have gone so seriously wrong, as we both think it has? Is public own- 
ership really a vehicle of public understanding? Perhaps the openness, explicit 
directness, and public involvement have, after all, not guaranteed a proper 
understanding of the policy problems. To draw another parallel, public regu- 
lation has trained the floodlights on many (not all) American public utilities, 
with a brightness not far less than for British public firms. Yet Professor 
Lewis is among those ranking experts who would credit American utility reg- 
ulation with something less than Divine Light. 

The British-American parallels I would draw from all this bear mainly on 
American regulatory policy toward public utilities. Commissions in this coun- 
try focus on overall rates of return; so does the British commercial approach. 
In fact, both approaches have been arriving at pretty much the same percent- 
age rates of return. There are sticky closure problems (in railroads) where 
external effects need to be allowed for but usually are not in any explicit way. 
. There is (at least formally) a division of responsibility, with the utility com- 
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panies leaving the determination of the social interest to the commissions 
who, on their part, make very few cost-benefit calculations. Similarly, the 
British commercial policy would endeavor to draw a line between commercial 
and social considerations and leave the latter entirely to the ministries, There 
is also, in American utilities, a good deal of cross-subsidizing (such as in the 
telephone system). Some of it is only occasionally challenged, and in some 
cases it may nicely (though not explicitly) approximate a socially efficient 
pattern. 

Therefore (except for the cross-subsidizing), the British commercial ap- 
proach hankers after something remarkably similar from an analytic view- 
point to the main outlines of American utility regulation. And yet American 
economists have recently begun to insist that much of this regulation is eco- 
nomically empty. Indeed, who has stressed this more forcefully than Profes- 
sor Ben Lewis, unless—and here is a remarkable and persuasive coinci- 
dence—it be Professor George Stigler? Overall rates of return leave most rate 
structure problems unsolved; moreover, one side effect may be an excessive 
use of capital, as Averch and Johnson and Welliscz have pointed out. In fact, 
the guidelines most heavily stressed in the British commercial approach are 
just the ones which—as applied in utility regulation—American economists 
are hard at work undermining. 

For future British policy, there are two directions in which economic re- 
search and advice are mainly needed. First (and inevitably), improvements 
are needed in methods of calculating the appropriate costs and benefits for 
price and investment decisions. This embraces both marginal-cost pricing in 
the usual sense and external effects, too. Second, the integration of government 
and industry policies requires much more than the simple attempt to draw the 
line between social and commercial elements. In many important cases, such 
as mine and rail closures, no such line can be drawn. 

On any practical view, British public firms will continue to cope with com- 
mercial-social problems within a mixed and changing framework of govern- 
ment and industry responsibility. There is room for much study and experi- 
menting in this, though one should not expect public discussion to be wise or 
neutral. 

At this point, Britain appears to have no great leeway, in resources or pub- 
lic attention, for experimenting with nationalized industries—new or old—on 
a large scale. Moreover, there are deep doctrinal obstacles to some of the ex- 
periments that might be tried, such as diversification and dropping of branch- 
es by public firms, Even so, much can be learned from British experience; it 
would be too hopeful, I fear, to say that the British had as much to learn 
from parallel American experience. 

I too am inspired to poesy, to a brief 


Economist's Ode to Public Ownership 


O curious social strategem, 
I cannot here avoid 
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Acknowledging my debt to you 
For keeping me employed, 


With your quasi-competition 
And cross-subsidization, 

Joint costs and target profit rates 
And government dictation, 


With thy thrilling externalities 

And the marginal-cost price game— 

O, the more thy problems change about, 
The more they stay the same. 


H. Epwarp Encum: I am very much in sympathy with the main 
theme of Professor Lewis’ paper. He is in effect arguing that in comparative 
economic systems we are all involved in a search for the second best and had 
better admit it. I would also agree with the point, which is more implicit than 
explicit in the paper, that under any system of organization, it is to the fac- 
tors which determine the environment for managerial decisions that one 
should turn to promote improvement in performance. 

But this leads me at once to my principal criticism of Professor Lewis’ 
views. He rightly parallels the collectivism of nationalized industry with that 
of the private corporation, but he attributes to the fact of collective owner- 
ship the reason why both depart from the criteria of classical economic theo- 
ry. Left to themselves, proprietors should surely have a common interest in the 
maximization of profit (whether they benefit through social or private divi- 
dends or through the capitalization of returns in rising share values). The lit- 
erature on nationalized industry, much of it written by students of public ad- 
ministration, indicates that the factors determining managerial behavior play 
a more important role in modern industry, however owned, and are likely to 
be a more important source of explanations for departures from theoretical 
criteria based on the profit maximization assumption. Furthermore, if we are 
interested in identifying the differences between public and private enterprise, 
it is surely to the set of factors governing managerial decisions that we should 
turn our attention. Collectivity of ownership is only one of these. 

Professor Lewis deals with pricing and investment policies under national- 
ized and private industry and finds the differing versions of the profit motive 
a principal distinguishing feature. Although he later admits that for the real 
world of oligopolistic private enterprise, as for the nationalized industry, 
profit is in part a function of administered prices, I think he places too much 
emphasis on allegedly distinctive implications of the rule employed in the 
United Kingdom that publicly-owned enterprises shall “balance their revenue 
deficits with revenue surpluses over five-year periods.” 

There is very little in the paper on the pricing implications of this rule. 
Had Professor Lewis explored these further, I believe that some of his conclu- 
sions might have been modified. The important issue is whether under private 
_ or nationalized industry we are likely to come closer to the allocation norm, 
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properly qualified to account for social as well as private welfare criteria. In 
the theory of imperfectly competitive enterprises, there is no general reason 
why it will be the pursuit of maximum profit or of zero profit which will come 
closer to the allocation criterion, nor for that matter is there necessarily much 
difference. It depends, of course, on the particular demand-cost relationships 
in each industry. One possibility which might be tested empirically is that in- 
volving a demand curve which intersects the average cost near its minimum 
point but which has a low enough elasticity to ensure substantial profits at 
lower levels of output. Under such circumstances the P = AC standard will 
approximate the P = MC standard more closely than will MC = MR. Since 
any tendency to overload capital, as reflected in a move to the right, up the 
average cost curve, is likely to promote the building of new capacity, the situ- 
ation cited could be typical. Ironically, however, in the British situation the 
nationalized industries have often appeared to be under greater investment 
restraint than has private industry. 

Turning to investment, Professor Lewis notes that profit is not a residual 
but “an explicitly contrived cost calculated to provide the industry with as 
much investment capital as the government believes should be forthcoming 
from the source.” This distinction is in my opinion not very helpful. The 
theoretical definition of pure (i.e., residual) profits is as foreign to the famil- 
iar profit concept of private industry as it is to that of Britain’s nationalized 
industries—a point which is later acknowledged by the author. 

More important is his view that investment decisions are not very sensitive 
to profit expectations and that the rate of return itself represents “a policy 
decision.” There might well be problems arising out of the administrative dis- 
cretion involved in a completely socialized economy, but surely not in a 
mixed economy like the British. If in a mixed economy real productivity can- 
not be clothed in meaningful values for the purpose of testing the net benefits 
to consumers or to private industries using public goods and services, it must 
surely be because of the shortcomings or handicaps:of management in the 
public enterprise, or because of the imperfections of private markets which 
make difficult a relevant comparison of returns. 

Considerations which affect any assessment of the economic appropriate- 
ness of rates of return in the real world include monopoly rents and such con- 
siderations as whether capital is valued on replacement, original cost, or some 
other basis. (In British public enterprise revenue is supposed to include 
“interest, depreciation on a replacement cost basis, and ‘adequate allocations 
to general reserves which will be available inter alia as a contribution towards 
their capital development and as a safeguard against premature obsolescence 
and similar contingencies,’ ’’) Frequently in public utility regulation the resis- 
tance to replacement cost valuation has been accompanied by tolerance of 
rates of return which have been higher than required to assure access to the 
capital market if replacement values had been used. Implicitly the ability of 
any kind of enterprise to rely on internal finance would seem to introduce a 
probability of departure from theoretical allocation criteria, but isolation 
from the capital market is rarely complete. For example, as long as industry 
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development plans in Britain are discussed among firms as well as with the 
government, relative rates of return on different uses of the investment dollar 
are bound to receive some consideration. 

As I indicated at the beginning of my comments, if one were to select and 
classify the factors affecting the management decision, one might evolve a 
frame of reference within which particular comparisons between private and 
public enterprises could best be made. Let us assume that the typical manager 
is governed by the profit motive modified by the various personal motives 
usually attributed to him—prestige and salary—which explain why he may 
opt for growth rather than short-run (and sometimes even long-run) profit 
maximization. His scope for discretion (or to put it another way, for depar- 
ture from the P = MC norm), is likely to be limited by several factors of 
which four appear paramount: (a) extent of surveillance and control by the 
owners; (b) the information available on returns to alternative uses of re- 
sources and especially capital; (c) the extent of competition in relevant prod- 
uct and factor markets; and (d) public policy. 

Only the first directly concerns ownership.. Professor Lewis has in my opin- 
ion rightly contrasted the blaze of publicity surrounding public enterprise 
with the relatively undisturbed life of private management. If the latter en- 
joys too much privacy, it is clear that at times public managers have had too 
little. It took many years for the British Parliament to learn how to distin- 
guish the day-to-day operations of public enterprises from those more fun- 
damental policy decisions which are the business of the people’s representa- 
tives. Furthermore, the amount of attention given to nationalized firms has 
been extremely uneven, having often been governed by such improbable vari- 
ables as the degree of public subsidy involved and the weakness of the private 
interests affected. 

As for the other three factors cited, there appear to be no very general rea- 
sons why the nature of ownership need affect the information available, the 
extent of competition, or the impact of public policy. Particular observations 
_ may, however, be made. On the one hand, there will probably be more public 
consideration of alternative uses of resources assigned to public enterprise. On 
the other, a private enterprise is usually freer to expand into other industries 
which offer better profit opportunities. The extent of competition may often 
be greater in a private enterprise because public enterprise is more often 
adopted where monopoly is likely. It is my impression that governments de- 
siring to intervene in private markets should more often have contemplated 
the “yardstick competition” approach. Swedish experience generally suggests 
that it probably deserves consideration elsewhere. The current British steel 
nationalization move is not a complete takeover, but the fact that all the larg- 
er firms are involved reflects a greater concern for a curious sort of political 
equity than for economic necessity. 

Finally, one of the doubtful features of the relationship between state eco- 
nomic policy and the operations of public enterprises is that the latter are, of 
necessity, more likely than private firms to be sensitive to policy changes, 
The lag in modernization of Britain’s railways has been explained in part by 
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the most direct effects of the notorious “stop-go” policies of the postwar 
years. 

My argument is then that the performance of public or private enterprise 
should be judged in relation to the sort of factors cited and their impact on 
managerial decisions, and that the specific role of ownership, while sometimes 
consequential, can at least be put in better perspective by assessing all the 
forces affecting management. 

This can be illustrated from some of the particular topics covered in Pro- 
fessor Lewis’ paper. The effectiveness of incomes policy is surely determined 
primarily by the degree of competition and by policy to promote competition, 
and perhaps by the kind of information which promotes labor-management 
cooperation. 

The most uneconomic cases of cross-subsidization are probably primarily 
the consequence of noncompetitive industry behavior, the absence of informa- 
tion about relative costs and net benefits, and the neglect of policies for cov- 
ering the transitional losses from rationalization. Even the curious market for 
private managerial services, though it may be greatly influenced by the 
interdependency of demand and supply, is also affected by public policy; 
namely, the income tax. 

In sum, then, I would call for an examination of the forces governing 
managerial decisions in private as well as public firms, with a view to better 
understanding the sources of departures from acceptable allocation criteria 
and placing in perspective the limited direct role of ownership per se. 
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ECONOMIC EDUCATION, RESEARCH, 
: AND POLICY 


THE STATE OF ECONOMIC HISTORY 


By Douctass C. NortH _ 
University of Washington 


I wish to make two points in this paper: (1) that the quality of re- 
search in economic history is generally very poor and that the econom- 
ics profession must take a large share of the blame and (2) that the 
new economic history falls short of the mark in remedying this prob- 
lem. 

Despite the fact that a good deal of economic history in the United 
States is taught in economics departments, there appears to be some 
schizophrenia on the part of economists between the way they look at 
the quality of research in economic history and the way in which they 
regard the research of colleagues engaged in other fields of economics. 
If economists were to apply the same critical standards to economic 
history that they apply to the rest of the field of economics, very little 
of today’s economic history would be recognized as high-quality re- 
search. There appears to be an implicit notion that the criteria by which 
we judge economic history should differ from those used in judging 
economics,’ If so, then we should turn the field back to the historians, 
who at least write with charm and style. 

A moment’s reflection on the part of any economist should convince 
him that to the extent that economic history moves beyond the simple 
cataloguing of facts, it must meet-of necessity the same set of stand- 
ards that we attempt to impose by the use of scientific methods in eco- 
nomics. It should not be necessary to elaborate this point, since the ex- 
cellent article by Conrad and Meyer, “Economic Theory, Statistical 
Inference and Economic History,’’* at the 1957 annual meetings, as 
well as the more recent statement by Bob Fogel in his book on 
railroads,* both make the point effectively. I am well aware that we 
frequently do not have either adequate theory or the statistical data to 

1Indeed, three well-known economists at the 1957 annual meeting of the Economic 
History Association implied as much, when’they were reported by Simon Kuznets to believe 
that economic theory had limited relevance for economic history and that the state of the 
field was, in fact, rather good. Perhaps these three economists had not bothered to read 
much economic history or simply wished to be polite amongst economic historians. 


* J. of Econ, Hist., Dec., 1957. 
* Railroads and American Economic Growth (Johns Hopkins Press, 1964). 
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develop and test hypotheses in any definitive fashion. My point is that 
economic historians do not make use of the theory we do have. While 
it is true that we have no overall theory of economic growth worth the 
name and that therefore the grand theme of the economic rise and fall 
of nations cannot be treated in a formal fashion, we still know a good 
deal about productivity change and its sources; but little of the litera- 
ture in economic history reflects any awareness of this fact. And for 
the rest of economic history, much of it deals with problems in which 
various fields of economic theory are directly relevant. 

A summary statement of deficiencies of economic history is as fol- 
lows: (1) Vast areas of economic history have not been treated at all; 
that is, treated in the sense that economic theory and statistics have 
been used to examine the past. (2) Many writings in economic histo- 
ry are loaded with statements which have economic implications and 
imply causal relationships which are not only not supported in the re- 
search but which run counter to basic economic propositions. In fact, 
in most such cases, the author appears to be completely unaware of 
these implications. (3) Even more conspicuous is the character of the 
evidence advanced to support propositions. In good part it consists of 
a mishmash of quotations and oddly assorted statistics which do not 
provide any support or test for the propositions developed. (4) A good 
deal of economic history draws broad welfare conclusions which are by 
no stretch of the imagination warranted from the evidence cited. In 
fact, a general characteristic of economic history is that the treatment 
of propositions with broad welfare implications is typically undertaken 
without even a token acquaintance with welfare economics. Let me il- 
lustrate my point with respect to five broad areas of economic history. 

First, the industrial revolution is still looked upon as the great 
threshold of economic history, and in turn technological change is re- 
garded as the deus ex machina of this threshold. Quite aside from the 
fact that this does not seem to have inspired economic historians to do 
much analytical work on a theory of technological change (nor indeed 
even to have encouraged them to have any precise definition of tech- 
nological change) no such simple view of the acceleration of growth of 
the Western world is consistent even with our limited knowledge of 
sources of productivity change. I would hazard the speculation that if 
we ever did the research necessary to get some crude idea of the mag- 
nitudes involved, we would discover that improved economic organiza- 

“In a few other cases, there has been a great deal of research done on areas far beyond 
the extent to which they were important in economic history. Labor history is a case in 
point, where the tendency to identify the history of labor with the history of unionism is 
all too common despite the fact that trade-unions did not exceed 5 percent of the labor 


force before 1900. In a widely used current text, one-fifth of the book is devoted to trade- 
union history. 
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tion was as important as technological change in the development of 
the Western world between 1500 and 1830. I mean by this, improve- 
ments in the factor and product markets, reduction in impediments to 
efficient resource allocation, and economies of scale. Moreover, the 
complementarity between physical and human capital in the develop- 
ment, application, and spread of technological change requires equal 
analytical attention before we can begin to make sense on this subject. 
Clearly, we need to overhaul our view of the whole process by which 
the Western world developed in the last five or six centuries. 

Second, the colonial period of American history, lasting for almost 
two hundred years, is nearly a void as far as any economic analysis is 
concerned. This period has been the exclusive province of the histori- 
an, and therefore it is not surprising that the treatment of economic 
issues leaves much to be desired. There have been no studies of the 
performance of the colonial economy, particularly in the crucial years 
1763-75, although historians have drawn broad inferences from scraps 
of evidence. The relationship between the money supply, price levels, 
specie flows, and the balance of payments has not been adequately 
treated. There are no analytical studies of the major industries. What 
has been written with respect to the implications of the effects of Brit- 
ish imperial policy on colonial welfare is completely devoid of any use 
of incidence theory. Even one of the best articles on the subject— 
Harper’s piece on the effects of the Navigation Acts on the thirteen 
American colonies*"—measures the burden upon the colonies of British 
imperial policy without any reference to the elasticity of demand for 
the commodities involved. (He implicitly assumes a perfectly inelastic 
demand.) 

Third, the ten years following the end of the Revolutionary War are 
one of the most interesting periods in our economic history. This was 
not only a time of important economic readjustment but one in which 
a new society had to make a set of basic political decisions which 
would set the fundamental ground rules for the operation of its econo- 
my. The problems of tax incidence, government participation in the 
economy, federal-state economic relationships, and monetary policy 
were all influenced by the performance of the economy, by immediate 
economic issues, and by the underlying philosophical bent of the par- 
ticipants during this critical decade. Yet the argument over the 
economy’s performance has usually been settled by a few contempo- 
rary quotations and odd statistics.° The immediate economic issues 

"Lawrence A. Harper, “The Effects of the Navigation Acts on the Thirteen Colonies,” 
in R. B. Morris, ed, The Era of the American Revolution (Columbia University Press, 
Pa a pestle on a systematic examination of the economy’s performance has been made 


in the recent article by Gordon Bjork, “The Weaning of the American Economy,” J. of 
Econ. Hist., Dec., 1964. 
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have received scant analytical attention, and the economic interpreta- 
tion of the era has gone by default to the naive views of some historians. 

Fourth, it is an axiom of a good deal of our economic history that 
government investment played an important role in accelerating the 
growth of the economy in the nineteenth century. Yet absolutely no 
evidence exists that warrants such a conclusion. While the work of 
Carter Goodrich and his students has made an important contribution 
in showing that the government did, in fact, intervene in canal invest- 
ments, railroad investments, etc., neither Goodrich nor his students, 
nor anyone else, has shown that this actually accelerated the rate of 
growth of the economy. To make the case, it would be necessary to 
show that there were significant differences between the private and | 
the social rate of return on investment such that private investors were 
underinvesting in these activities; that government investments did in 
fact yield a high social rate of return; that alternatively these same 
funds invested through private channels (under the conditions of full 
employment that typically prevailed) would have yielded significantly 
lower returns; and that the magnitude of this differential was sufficient 
to have altered significantly the rate of growth of the economy.’ 

Fifth, perhaps nowhere are the deficiencies in American economic 
history more glaring than in the voluminous writings about the disposi- 
tion of public land in nineteenth-century America. Did public land pol- 
icy adversely affect the rate of growth of the economy? Or slow down 
the pace of the westward movement? Or cause a more unequal distri- 
bution of income? While the extensive literature on the subject seldom 
put the issues so clearly, these are obviously the meanings implicit in a 
great many of the assertions made in leading articles on the subject.® 

‘Tf it is true that the form of distribution of public lands through the 
various land acts or the purchases of speculators or the railroad land 
grants produced the results cited above, none of the evidence advanced 
on the subject proves the point at all. It may very well be that factors 
cited above did have some of the results which have been suggested, 
but if so, the whole question has not been examined in any analytical , 
sense yet. And it will require such research before any such statement 
can be made. 

The illustrations cited above are only a very small ripple of an end- 
lessly dreary stream that would flow from cataloguing the poor quality 
of research in economic history. However, it is not necessary for me to 
continue. Anybody can play the game of testing the quality of the lit- 
erature in tha field for himself. Let me suggest to you a simple way of 


*¥For a further discussion of the issues involved, see my comment on Stuart Bruchey’s 
article in Explorations in Entrepreneurial History, 2d Ser., I, No. 2 (1964), pp. 160-62. 
zA orenk source is The Public Lands, Vernon Carstenson, ed. (Univ. of Wisconsin 

ress, 1963). 
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playing this game which I use in my graduate seminar in American 
economic history. I ask my students to take leading interpretive arti- 
cles in American economic -history and to make explicit models of the 
articles.” Even by plugging into each model the most favorable possi- 
ble implicit assumptions, most of the resultant models turn out either 
to be internally inconsistent or to run counter to the most fundamental 
propositions in economics. 

Let me turn now to the new economic history. There has been some 
valuable work—particularly in the gathering of statistics—to provide 
us with some solid footing for analysis, and there have been a few 
first-rate articles and books, yet the results have been generally disap- 
pointing. Too much of it has been dull and unimaginative, and there 
seems to be a widespread conviction that econometric techniques, the 
computer, and running a few regressions can substitute for theory and 
imagination. Some of the new economic history written by economists 
is of distressingly poor quality. Some of it is so imprecise and fuzzy as 
to make it difficult, if not impossible, to make any model at all. A good 
deal of it includes partial-equilibrium analysis of problems with broad 
general-equilibrium or disequilibrium implications. Too much of it 
shows that the writer clearly had no fundamental understanding of the 
way by which an economy operates. In particular, a lot of it shows 
that the role of prices in resource allocations and the implications of 
price behavior have completely eluded the writer. 

The inadequacy of the new economic history is nowhere more evi- 
dent than in its failure to nail down and to refute the shoddy argu- 
ments and propositions that riddle the literature. Let me illustrate my 
point by discussing at some length an article in the new economic his- 
tory. In fact, it is one of the classics. I refer to the article by Conrad 
and Meyer on “The Economics of Slavery in the Ante-Bellum 
South.” The Conrad and Meyer article is, frequently taken as the 
epitome of the way in which the new economic history should be writ- 
ten, indicating the sophisticated use of economic theory and statistics 
to nail down a long-debated issue of American economic history. It 
does deserve a special place in the literature as a pioneering piece of 
work. The article pinpointed and clarified a number of issues which 
have been muddied in the history of the controversy. In particular, it 
demonstrated that resources in the South were allocated efficiently and 
that the market for slaves operated in a fashion that was compatible 
with a profit maximizing economy. However, the article did not accom- 

°? For an illustration, see my comment on H. J. Habakkuk’s essay, “Population Problems 
and European Economic Development in the Late Eighteenth and Nineteenth Centuries,” 


A.E.R., May, 1963, pp. 639-42. 
» J P.E., Apr., 1958, p. 95. 
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plish its objective, and it has permitted the endless discussion of an 
issue which long since should have been buried. Conrad and Meyer set 
out to measure the viability of slavery by testing its profitability. As a 
result, given the limited and imperfect nature of available data, they 
have perpetuated an endless controversy around the issue of whether 
their data (or anyone else’s) do indicate that slavery was profitable 
and therefore viable.“ In fact, there is no possibility that slavery was 
economically not viable. As long as there existed both a rent on land 
and a rent on slaves—that is, the price of slaves was above the real re- 
production costs of slaves—any short-run unprofitability of slaves as a 
result of their price being bid up for noneconomic reasons would sim- 
ply result in a readjustment, either in land rents or ultimately in slave 
prices, so that the equilibrium rate would again prevail. Only if the - 
wages of free labor fell to the subsistence level, so that in fact the 
prices of slaves fell to below their reproduction cost, would the institu- 
tion become nonviable.** And since no such consideration was in- 
volved, there never was any real issue about the viability of slavery. 
While one might well make the argument that slave prices might be 
maintained at a higher level than would be justified by the rate of re- 
turn in cotton production because of their use for conspicuous con- 
sumption or noneconomic reasons, then the answer simply would be 
that in that case land rents would fall so as to adjust to an equilibrium 
solution. In short, the Conrad and Meyer article has perpetuated an 
issue which is really no issue at all. 

In summary, it is my convinction that we need to sweep out the door 
a good deal of the old economic history, to improve the quality of the 
new economic history, and it is incumbent upon economists to cast a 
skeptical eye upon the research produced by their economic history 
colleagues to see that it lives up to standards which they would expect 
in other areas of economics. 

This criticism of the state of economic history is not based on some 
utopian notion that we can achieve a scientific consensus on interpret- 
ing the past, but rather on the wide gap that exists between contempo- 
rary practice and the potential which could vastly enrich our knowl- 
edge of the past and reduce the range of uncertainty and disagreement 
over our economic heritage. 

3 For the two most recent illustrations, see Edward Saraydar, “A Note on the Profita- 
bility of Ante-Bellum Slavery,” S. Econ. J., Apr., 1964, and Richard Sutch, “The Profita- 
bility of Ante-Bellum Slavery Revisited,” S. Econ. J., Apr., 1965. It should be noted that 
Sutch’s paper, presented in preliminary form i in my graduate seminar in American economic 
history, makes clear that the issue discussed is short-run profitability but not viability. 


™See the article by Vasukichi Yasuba, “The Profitability and Viability of Plantation 
Slavery in the United States,” Econ. Studies Quar., Vol. XI, No. 2. 





THE REUNIFICATION OF ECONOMIC HISTORY 
WITH ECONOMIC THEORY 


By Rosert WILIAM FOGEL 
University of Chicago 


In the brief time allotted to me I want to outline two provisional 
propositions concerning the-new economic history. 

The first proposition is that one can observe in the work of the new 
generation of economic historians a departure from the past sufficient 
to justify a title like new economic history. 

The departure is not to be found in the realm of subject matter. The 
new generation has not turned away from the traditional theme of its 
discipline. The central interest of the new economic historians is still 
the description and explanation of economic growth. This continuity 
with the past holds in the small as well as in the large. The specific re- 
search projects of the new generation focus on such familiar issues as 
the developmental impact of railroads and canals [14] [17] [22] 
[36], the effect of changes in supply and demand on the growth of the 
iron industry [40] [12], the profitability of slavery [6] [13] [39] 
[44], the factors affecting the growth of productivity in agriculture 
[35], the effect of federal land policy on the distribution of income 
[3] [16], the influence of foreign trade on the creation of a market 
economy [33], the sources of the capital required for industrialization 
[9] [43], the explanation of urbanization [8] [38], and the causes 
of economic fluctuations [43]. 

The novel element in the work of the new economic historians is 
their approach to measurement and theory. Economic history has al- 
ways had a quantitative orientation. But much of the past work on 
economic data was limited to the location and the simple classification 
of the numerical information contained in government and business 
records. While continuing this pursuit, the new economic history 
places its primary emphasis on reconstructing measurements which 
might have existed in the past but are no longer extant, on the recom- 
bination of primary data in a manner which enables them to obtain 
measurements that were never before made, and on finding methods of 
measuring economic phenomena that cannot be measured directly. 

In performing these tasks, the new economic historians draw on vir- 
tually the whole gamut of the theoretical and statistical models of eco- 
nomics. William Whitney uses input-output analysis in his attempt to 
measure the effect of tariffs on the rise of manufacturing during the 
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post-Civil War period [42]. Eugene Smolensky and D. Ratajczak em- 
ploy location theory to explain the growth of San Diego [38]. Paul David 
relies on a constant elasticity of substitution function to infer the growth 
of the capital stock in Chicago during the nineteenth century [7]. James 
K. Kindahl applied an extension of the hypergeometric distribution to 
estimate the number of nonnational banks in existence after the Civil 
War [29]. The theory of rent has proved to be relevant to the analy- 
sis of problems as diverse as the economic viability of slavery [44] 
and the estimation of the social saving of canals [36]. Even so 
rarefied a construct as the Von Neuman-Morgenstern utility index 
proved to be of practical value in quantifying the effect of risk on the 
financial enervation of the Union Pacific Railroad [19].* 

The measurements obtained through the application of economic 
theory and statistics have yielded considerably more precise informa- 
tion than has hitherto been available. For example, Paul MacAvoy, 
combining regression analysis with a theory of cartel stability, has 
been able to date the onset and duration of the rate wars among the 
trunk-line railroads, to identify the initiators of these wars, to measure 
the intensity of the conflict and to estimate certain of the gains and 
losses of the participants [32]. Stanley Engerman, applying regres- 
sion analysis to a body of cross-sectional data on the iron industry that 
has lain fallow for more than a century, has been able to produce re- 
markably detailed time series on the growth of the capacity of blast 
furnaces by state and type for the years from 1800 through 1856 [12]. 

Such improved information has frequently resulted in dramatic re- 
evaluations of the economic impact of past events and institutions. 
Thus capital theory has been used by Alfred Conrad and John Meyer, 
Yasukichi Yasuba, Robert Evans, Jr., and Richard Sutch to show 
that slavery was a profitable system [6] [44] [13] [39]. Richard 
Easterlin’s construction of estimates of the regional distribution of in- 
come combined with Robert Gallman’s new series on gross national 
product imply that between 1840 and 1860 per capita income in the 

_slave South grew at approximately the same rate as the long-term av- 
erage for the United States as a whole [11] [20].* The last finding is 
in startling contradiction to the traditional view that the antebellum 
South was economically stagnant. Other traditional views that have 
been upset or at least seriously challenged by the new economic history 

1For other statements on the redirection in measurement characteristic of the new eco- 
nomic history and the role which theory plays in this redirection, see [1, Part I] [15] [34]. 
3If slaves are included in southern society, the average annual rate of growth of 
southern per capita income is 1.3 percent per annum. If slaves are treated as inputs in the 
production of final products rather than as consumers of final products, the rate of 
growth of per capita income rises to a little over 1.4 percent per annum (cf. [11, pp. 530, 


546]). The average rate of growth of per capita income for the U.S. as a whole between ` 
1834-43 and 1944-53 was 1.5 percent per annum [20]. 
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include the hypothesis that railroads were built ahead of demand 
[14], the view that the lag of wages behind prices during the Civil 
War led-to unusually great prosperity for northern manufacturing in- 
terests [5] [26], and the proposition that the development of the 
Bessemer process was of transcending significance for the rapid emer- 
gence of a modern iron and steel industry in the United States [18] 
[40]? 

My second proposition is that the new economic history represents a 
reunification of economic history with economic theory and thus brings 
to an end the century-old split between these two branches of econom- 
ics. 

Economic history emerged as a distinct discipline during the course 
of the mid- and late-nineteenth-century revolt against the deductive 
theories of classical economics. Led by Roscher, Knies, Hildebrand, 
and Schmoller in Germany and by Leslie, Ingram, and Ashley in Eng- 
land, the original aim of the historical school (or schools) was to re- 
place what they believed to be the unrealistic theories of deductive 
economics by theories developed inductively through the study of his- 
tory. Yet despite a half century of progammatic proclamations and de- 
spite the many fine historical monographs produced by the school(s), 
no alternative theory emerged. 

In a 1901 review of the accomplishments of the historical school(s), 
Thorstein Veblen called their effort to supplant classical theory a 
“failure.” “There seems,” he continued, “no reason to regard this fail- 
ure as less than definitive” [41, p. 71]. Veblen’s judgment was reaffirmed 
three decades later by J. H. Clapham who wrote, “Most scholars are now 
agreed that such an attempt failed even in the hands of Schmoller” [4, 

. 329]. 
i Recognition of this failure led neither to the disappearance of eco- 
nomic history nor to its reunification with economics proper. When 
Ashley ascended to the first chair of economic history at Harvard 
shortly before the turn of the century, he called for a truce between 
the warring factions. He disclaimed any desire to compete with deduc- , 
tive economics in the formulation of rival theories of value and distri- 
bution, asking only that economic history “be let alone.”* Ashley be- 
lieved that conflict was avoidable because in his view economics proper 
and economic history focused on different problems: the former on the 
static properties of modern economies; the latter on the evolution of 
economic societies or—as we now call it—economic growth [2]. To 

* Because of the limitation of time and because the topic assigned to me specified the 
field of American economic history, this brief survey omits important contributions by 
scholars in the United States and abroad whose field of research is the economic history 


of other nations. 
“Cf. with [21, p. 412]. 
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J. N. Keynes’s contention that “familiarity with economic theory is es- 
sential to the interpretation of industrial phenomena such as it falls 
within the province of the historian to give” [27, p. 271], Ashley re- 
plied: economic theory revealed little about the connections of eco- 
nomic phenomena that could not be understood through the application 
of “plain common sense” [2, p. 127]. 

The truce for which Ashley called lasted for more than a half a cen- 
tury. During this time intellectual enmity abated. Within economic 
history, scholars such as Callender, Heckscher, Cole, Hamilton, and 
Rostow effectively applied economic theory and statistics to the study 
of history. Within economics proper, empirically- and historically-or- 
iented analysis developed far more extensively than Ashley foresaw. 
One of the centers of such work, although not the only one, was the 
National Bureau of Economic Research where Wesley Mitchell, Simon 
Kuznets, and others applied theory and statistics in massive empirical 
studies of the development of the American economy. 

Still, as late as 1941, the relationship between economic history and 
economics proper was essentially one of truce. In that year Edwin F. 
Gay, on the occasion of his election as the first president of the Eco- 
nomic History Association, both gave recognition to the breach that 
remained and called for its elimination. “Full cooperation,” he said, 
“is not yet easy or intimate and one of the first tasks of the economic 
historian today is to open ‘the way to a amore complete connection of 
the two disciplines” [21, p. 412]. 

In the years following World War II, ry movement toward the 
reunification of economic history with economic theory accelerated. 
Among the factors that led to the quickened pace, two may be singled 
out. One was the substantial increase in the range and subtlety of the 
models encompassed by economic theory. The other was the wide- 
spread experimentation, in many fields of economics, with the adapta- 
tion of general models to specific (historical) situations—an experi- 
mentation stimulated by the upsurge in econometrics and other forms 
of applied mathematics. With such developments Heckscher’s isolat- 
ed plea of the 1920’s for a greater use of theory in the study of eco- 
nomic history [24] became a relative commonplace in the 1950’s. 
Post-World War II texts announced their reliance on the “framework 
of economic analysis to elucidate the historical narrative” and treated 
their “emphasis on economic principles” as a mark of distinction [37, 
p. xi].° 

However, the reunification of economic history with economic theo- 


€ An experimentation, it might be pointed out, that has increased awareness, not only 
of Bhatt usefulness, but also of the limitations of existing models in the explanation of eco~ 
nomic growth. 

*See also the prefaces to [10] [25] [28]. 
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ry could not have been brought about merely by the interjections of 
theory in textbooks. Reunification required the utilization of economic 
theory as an integral tool in the basic research on which the discipline 
of economic history rests. This condition has been met, as I tried to 
illustrate in the first part of my comments, by an outpouring of studies 
published or initiated during the past half-dozen or so years. 

The effort to improve the precision -of measurement in economic his- 
tory has been a powerful catalyst in transforming desire into reality. 
For as Simon Kuznéts (whose work, perhaps more than that of any 
other scholar, inspired the new economic history) has frequently 
pointed out, there is an intimate connection between economic meas- 
urement and economic theory [30] [31]. Hence the emphasis placed 
on theory in the work of the new economic historians is neither an ir- 
relevant, popular affectation nor a stilted superimposition. Rather it is 
the logical consequence of their desire to quantify the contribution of 
various changes in economic institutions, in factor supplies, and in 
technology to the rate and direction of economic growth.” 

It is probably too soon to attempt a generalized evaluation of the 
quality of the output of the new economic history and of its contribu- 
tion to our knowledge of the economic past. Much of this output is still 
in the prepublication stage or has only recently been published. And 
many of the debates it has touched off are in full flush. 

Yet I cannot resist making one observation. N. S. B. Gras concluded 
his 1930 survey of the status of economic history in the United States 
on a gloomy note. “The universities,” he wrote, “have generally neg- 
lected the study of economic history, apparently regarding it as a 
very special subject. There has been a lack of controversy, even of in- 
tellectual resilience, in the field” [23, p. 327]. 

The situation today is quite different. Controversy abounds; and the 
level of the debate is, in my opinion, quite high. Imaginative applica- 
tions of theory and statistics have brought to the fore evidence which 
until recently was considered unobtainable. Moreover, the hiatus in 
recruitment into the field appears to have come to an end. Meetings of 
the Economic History Association which just a few years ago were 
peopled almost exclusively by scholars who received their training be- 
fore or during World War II are now marked by the attendance of a 
large corps of young people who entered economic history during the 
last half-dozen years or so. And the rate of entry seems to be rising. At 
the same time several leading departments of economics have for the 

‘In this connection mention should be made of the Purdue Seminar on uantitative 


Methods in Economic History. Convened for the first time in December, 1960, the Seminar 


has met annually since that date. It brings together twenty to thirty scholars for three days 
- of intensive discussion on problems encountered in the adaptation of theory and statistics 
to the requirements of historical analysis. 
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first time appointed teachers in economic history, while other depart- 
ments have expanded or are in the process of expanding their appoint- 
ments in this area. Vibrant is the word that best describes the present 
atmosphere in economic history. 
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HAS THE EARLY HISTORY OF DEVELOPED COUNTRIES 
ANY CURRENT RELEVANCE? 


By Barry E. SUPPLE 
University of Sussex 


To discuss the possible contemporary utility of historical studies is, 
at best, a hazardous venture. And, at most, it can easily become a tedi- 
ous tramp through a jungle of stale arguments. However, since an oc- 
casional draught from the bottomless cup of methodological platitude 
is an unavoidable occupational hazard, we ought perhaps to welcome 
this particular opportunity. And I, at least, am comforted by the fact 
that an audience of economists is normally less hostile to the topic- 
(although, no doubt, more intolerant of its clichés) than an audience 
of historians. This difference itself seems to me to reflect a fact direct- 
ly relevant to the discussion; namely, that economists are accustomed 
to proceed by generalization, conceptualization, and the explicit con- 
struction of theoretical systems embracing and relating a wide variety 
of experiences; whereas most historians (although there are outstand- 
ing exceptions) are traditionally averse to model building, receptive to 
the idea of the “uniqueness” of events, and hypersensitive to the ap- 
parent complexity of particular historical situations. 

In these necessarily abbreviated remarks, however, I want to beg 
some of the more obvious questions—and in particular the problem 
(or, perhaps, the pseudoproblem) of whether or not history exemplifies 
significant patterns or illustrates usable “laws.” 

That history is relevant seems to me to be beyond doubt. As one ex- 
ample, take the most depressing (and improbable) conclusion imagina- 
ble: that the economic and social problems of the past bear absolutely 
no relation to those of the present. Now, even this sobering hypothesis 
could only be arrived at or tested by a systematic process of concep- 
tualization, research, and comparison; and would therefore involve a 
positive and quite important step towards understanding the problems 
of modern preindustrial societies. To say that A is in no significant re- 
spect similar to B implies the acquisition of knowledge about B as well 
as A. Indeed, to contrast opposites may sometimes be more illuminat- 
ing than to compare similarities. 

On the other hand, quite apart from the precise nature of the possi- 
ble relevance of past to present, any problem in the social sciences can 
only be approached by the use of conceptual devices and the deploy- 
ment of models of greater or lesser sophistication. And there is surely 
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no a priori reason to expect that. historical study and observation will 
be substantially less fruitful than any other ritual for the generation of 
concepts and hypotheses potentially useful in our approach to current 
economic problems. f 

Having, then, like a good historian, spent some time dealing with a 
question I said I would ignore, what about those questions we have 
left? : 

In general, my answer to the main question is that history is, or can 
be, very relevant to the contemporary economic scene. And I would 
argue (along with other and better men before me) that this relevance 
lies less in the provision of timeless examples of socioeconomic pro- 
cesses than in the use of economic history as a source of expectation 
about such processes. From time to time, no doubt, the direct parallels 
between past and present will be both clear and significant. Far more 
often, however, the nature of change will preclude history repeating 
itself in any useful way. And, as a result, the most we can expect is « 
that our systematic study of the past will yield an approach to rather 
than a set of conclusions about our own world. That the expectations 
_ and analytical framework which we derive from, say, the study of 
preindustrial Europe could be of considerable use as shaping and guid- 
ing influences for research into current economic problems seems to me 
to be a significant fact. And this remains true (indeed, its significance 
is, if anything, enhanced) even if these expectations are frustrated or 
have to be modified in the course of their application. I hope it is not 
necessary for me to emphasize that the past is not a unique avenue for 
understanding the present; and certainly history itself is not a substi- 
tute for research or ratiocination. But I fail to see why a historical 
perspective could not be a powerful weapon in the armory of economic 
research—at least as long as we remember its limitations as well as its 
potentialities. To decline upon a well-worn and comfortable platitude: 
the questions may be more significant than the answers. And, as so 
often happens in the social sciences, the proof of the pudding may be 
in the beating, not in the eating. 

Nevertheless, it may justly be said, all this does not really get us 
very far. In methodological discussion, as in economic theory, a valid 
argument is not always the same as a useful one. How far, then, is the 
sort of history which has been or is being written actually relevant to 
current problems? To tackle this question, in turn, involves some con- 
sideration of the attitudes and activities of historians and economists. 
For the use of history as a social science demands considerable care in 
its writing and circumspection in its application. 

In these respects we are all, from time to time, miserable sinners. On 
their part, for example, economists tend to expect too much from his- 
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tory, and to extend their own necessary emphasis of simplicity and 
generality into an area which cannot sustain it in precisely the same 
form. More particularly, they tend to criticize historians for not 
achieving something that most historians very rarely set out to do. And 
they are naturally disappointed when, looking for universal hypotheses, 
they fnd that economic history does not yield what it cannot produce. 

But, since this is ostensibly a discussion of economic history and I 
am a historian, my task ought to be to confess rather than to accuse. 
And in this respect it is obvious that economic historians frequently 

fail to aim for that degree of analytical sophistication which would 
` make for better history—let alone a more fruitful relevance to current 
problems. As Professor North suggests, one of the most serious weak- 
nesses of much (although by no means all) economic history has been 
the tendency to use implicit or rank bad theorizing, the implications of 
which are ignored. That is, historians too often make use of explanato- 
ry frameworks in which the analytical relationships are confused or 
unexplored; which lack explicit conceptual definition; and which oscil- 
late violently between, on the one hand, desperate and unstructured 
hypotheses to the effect that “life is complicated and everything affects 
everything else,” and, on the other hand, simplistic, unicausal hypo- 
theses which tell us little if anything about dynamic processes. And, 
insofar as this is true, the output of economic history is simply not of a 
type or presented in a way which would usefully accommodate it to the 
study of economic or social problems in the modern world. 

But all this, it seems to me, is quite enough breast-beating for one 
day. I should like now to balance its pessimistic exaggerations by using 
the power of more positive thinking. 

First, I should emphasize an important methodological implication 
of what I have been saying. If the worth of economic history is severe- 
ly limited insofar as it eschews explicit “theorizing,” and if the rele- 
vance of history to current problems in part depends upon the nature 
of its application, then in fact the distinction between economics and 
economic history is far less precise than many traditionalists would 
have us believe. History (that is, worthwhile history) becomes a dia- 
logue between certain types of facts and certain types of conceptual ap- 
proaches; and this is a broad definition which applies equally to eco-: 
nomics, with the proviso that the facts may be different and that the 
operational usefulness of the concepts may vary. In this sense, eco- 
nomic history as a continuing discourse between the past stream of 
events and theory becomes merely a variation of economics as a dis- 
course between the present stream of facts and theory. 

Second, however, one is bound to ask whether the concrete results of . 
attempts to understand such processes in the past are sufficiently illu- 
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minating to warrant optimism. And in this respect, in spite of some of 
my earlier and more gloomy remarks, I think the answer is yes. 

Thus, to take a very general example, the more historians examine 
the experience of the English economy in the eighteenth century, the 
more they tend to revise traditional beliefs about the origins, precondi- 
tions, and nature of the industrial revolution. And this, in turn, has led 
to a fruitful rephrasing of the approach to such topics as the extent of 
the discontinuity in economic trends, the role of increased investment, 
the importance of working as against fixed capital, the significance of 
apparent “leading sectors,” and the interplay between economic prog- 
ress and demographic change. Obviously it would be ludicrous to argue 
that the results of this work provide a precise guide to the process of 
industrialization in the mid-twentieth century. But as long as they‘are 
appraised with a reasonable degree of intellectual awareness, there is 
every reason to expect that they may provide very useful first steps 
towards an understanding of modern situations and potentialities. And 
if this is true for a case study of a single country, the attainment of 
that higher degree of generality implied by comparative studies must 
surely be even more useful. 

That this sort of study is concerned with the growth of presently in- 
dustrialized societies (which, ipso facto, are different from presently 
backward economies) does not, to my mind, reduce the usefulness of 
historical work. And this is so for two reasons. First, as an Englishman 
knows only too well, it is not only preindustrial societies which have 
economic problems. in the 1960’s. And the economic history of 
“advanced” lands is surely not irrelevant to their economic present. 
Second, even were we to decide, in Professor Gerschenkron’s terminol- 
ogy, that discontinuities in the historical scale of economic backward- 
ness mean that we cannot assimilate modern Eastern problems to eigh- 
teenth- and nineteenth-century Western problems, it is still likely that 
our approach to the former can benefit—and benefit considera- 
` bly—from our conclusions about the latter. 

Moreover, it is not only the economic history of industrializing 
countries which is involved in this sort of argument. The preindustrial 
history of Western Europe, for example, yields analyses of the role of 
institutions, markets, population-land ratios, social psychology, and 
entrepreneurial processes which are surely neither completely nor even 
largely irrelevant to modern analyses of economic underdevelopment. 
It may well be that, to obtain a positive and direct relevance to the 
present-day situation in (say) Africa, we have to go back in time to 
the European middle ages and the sixteenth century. And, further, we 
_ must be aware of the fundamental changes wrought by the availability 
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of twentieth-century technology and culture. But essentially we are 
dealing with comparable problems and processes. 

In the last resort, however, I would not rest my argument merely on 
the presumption of historical continuity. Rather, it seems to me that 
we know too little about economic processes (whether in a backward 
or a developing context) to ignore any possible source of enlighten- 
ment or technique of study. In the last resort and in principle I do not 
see why the answer to the question posed by this session’s title should 
not be of the same type as the answer to some such question as, “Has 
modern growth theory any current relevance?” In each case the ap- 
propriate reply is: “Of course—maybe!” 





IS THERE NEED FOR HISTORICAL RESEARCH 
ON UNDERDEVELOPMENT?* 


By RicoHarp A. EASTERLIN 
University of Pennsylvania 


The need for scientific knowledge to guide the formulation of growth 
policy in underdeveloped nations is obvious. With reference to this 
aim, the question, has the early history of developed countries any 
relevance? is but one of a family: Have untested a priori growth 
models any relevance? Are econometric models estimated from cross- 
section data of value? What about intensive case studies of individual 
underdeveloped areas? 

If one takes the pages of the journals as indicating professional 
opinion on these questions, the answer to all of them must be yes—and 
this paper is superfluous. Unfortunately, to an economist such perusal 
necessarily raises further questions. Is the allocation of research effort 
among these alternative lines such as to equalize marginal returns? 
Granted that any one line of research may yield results of positive 
value, at what cost is it purchased in terms of opportunities foregone? 

Even these questions might be escaped if one assumes that direc- 
tions of research are in any event determined by hard and fast habits 
of mind, and therefore that individuals will go on doing what they 
have always done, despite good arguments to the contrary. There is 
doubtless much to this, and in the short run, when not only the aggre- 
gate size but individual makeup of those comprising the economics 
profession is essentially fixed, little can be done to alter the nature of 
its research biases. But replacement via demographic and other pro- 
cesses is an ever present, if somewhat unpleasant, fact, and, in the long 
run, changes can and do occur. Hence, one may usefully discuss these 
questions in the hope (perhaps vain) of exercising some slight 
influence on the interests and training of today’s uncommitted gradu- 
ate students, as well as offering a gleam of hope to those who, on the 
verge of choosing a field of graduate study, while attracted by the sub- 
jects of economic research are repelled by its methods. It is this 
younger generation who will comprise the core of the research effort 
two decades hence. 

Because of space limitations and, it must be admitted, lack of both 
competence and inclination, this paper will not try to muster all the 
pros and cons. Instead it will try to suggest some of the reasons why 


*I am grateful to Robert Summers for his characteristically pertinent comments. 
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there is need for more historical research. These are of two types: lim- 
itations of other approaches and positive arguments for historical 
study—the “push” and “pull” factors, so to speak, operating to shift 
research toward history. , 


Push Factors 


To dispose first of purely deductive models, such as those of the 
Joan Robinson or Kaldor type, certainly no one denies the importance 
and necessity of theory. But the potential number of models is infinite. 
What is needed as a basis for decisions in underdeveloped countries 
are models validated by tests against actual experience. To be sure, ap- 
peals to experience have always been employed to justify such models, 
but fortunately both the supply of data and professional standards 
have advanced to the point where casual empiricism no longer finds 
wide acceptance. 

The question thus becomes one of the range of experience relevant 
to the formulation and testing of growth models. Current generaliza- 
tions are chiefly based on two types of evidence. 

One is single-point-of-time observations for a number of countries or 
areas at different income levels, exemplified by work such as that of 
Chenery and Houthakker. These studies are of considerable value in 
identifying broad similarities and differences currently existing among 
countries at different levels of development. That I do not mean this as 
an empty gesture will be shown at a subsequent point when I cite a 
representative study for support. However, such studies have inherent 
shortcomings, of which the authors themselves are doubtless aware. 
One, attributable no doubt to my particular bias, is that they cannot 
be used to test hypotheses regarding longer term fluctuations in the 
growth process such as Kuznets cycles. A second, and fundamental one 
with regard to relevance to development policy, is that the customary 
approach involves generalizations from observations ranging from the 
poorest nations, with measured incomes on the order of $50 per capita 
in current U.S. prices, to the richest, the U.S., with an income level 
thirty to forty times as great. (It is well known, of course, that report- 
ed incomes exaggerate the “welfare” difference, but it is these reported 
incomes that are used in cross-section regressions.) Aside from the sus- 
picion that the U.S. as an extreme observation often exercises undue 
weight in the result, one may ask what span of experience, in years, is 
implicitly being used to obtain generalizations presumed applicable to 
development policy, the time horizon of which is typically one, or at 
most, two decades? This question calls for fuller discussion, but it 
takes little reflection to conclude that the implicit span of experience is 
very long. The current.level of real per capita income in the United . 
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States, which comprises the extreme upper observation in most of the 
cross-section studies, was reached after a century or more of growth 
from an initial level which appears to have been well above that in 
many underdeveloped countries today. Thus the range of income ob- 
servations in the typical cross-section study implies a time span great- 
er than this, unless one is willing to assume potential growth rates 
much higher than those heretofore experienced. In other words, gener- 
alizations presumed applicable to development planning over one or 
two decades are being inferred from data which average together the 
experience of countries separated by a century or more in time. To cir- 
cumvent this shortcoming, one might attempt to confine the cross-sec- 
tion study to a range of incomes likely to be more relevant to the expe- 
rience of a given underdeveloped nation over, let us say, the next two 
to three decades. However, if this were done, I believe one would typi- 
cally find that the fit of the regression line based on the much longer 
span is poor, and that the number of observations available in the 
shorter span for fitting a new line is very limited. 

One naturally turns therefore to time series. Here, one ude a sec- 
ond body of evidence commonly used in the testing of growth models; 
namely, the experience of individual underdeveloped countries. This is 
obviously relevant, and such studies are desirable. There is sometimes 
a tendency to treat a given case as unique, but I am sure most scholars 
would strongly advocate attempts at comparative study. The: only 
question is: Should one confine oneself to presently underdeveloped 
countries? What of the early experience of Japan? Of Argentina and 
Chile? Of Southern and Eastern European nations such as Spain, 
Italy, Bulgaria, Poland, and Finland, not to mention the experience at 
still earlier dates of nations in Northern and Western Europe? 

In this way we return to the question with which we started: Has the 
early history of developed nations any relevance to currently underde- 
veloped areas? When one approaches it in this manner, however, the 
burden of proof would seem to be on he who would prejudge the ques- 
tion in the negative; on the person who would arbitrarily draw a line 
and say the experience of all these earlier countries is sus generis. At 
the very least, one can say: it seems premature to exclude from study 
any potentially relevant experience; there is precious little to go by as 
it is. 

Pull Factors 

But are there positive reasons for thinking that earlier experience is 
relevant? Several come to mind. First, important similarities have been 
noted, especially by Supple,* between characteristics of today’s under- 


. ` Barry E. Supple, “Economic History and Economic Underdevelopment,” Canadian J. 
of Econ. and Polit. Science, Nov., 1961, pp. 460-78. 











ECONOMIC HISTORY: ITS CONTRIBUTIONS 107 


developed nations and those of currently developed countries in their 
preindustrial stage—archaic taxes, laws, and land tenure conditions; 
unstable financial policies and currency management; political and 
military instability; preference of workers for leisure; of entrepre- 
neurs for investment in inventories rather than fixed capital; unprec- 
edented population growth. How did the now-developed countries over- 
come these obstacles, so much like those confronting today’s underde- 
veloped nations? One would suppose the answer to this question would 
be of some interest. 

Second, as has been shown particularly by Kuznets’ studies,’ in 
every nation that has developed, a number of similar trends has ap- 
peared: decline of agriculture, rise of white-collar employment, shift 
to urban areas, growth of larger units of economic and social organiza- 
tion, increased participation by the individual in nonfamily centered 
activities, and so on. These similarities have occurred despite substan- 
tial differences among nations in geographic situations, institutional 
conditions, and the international environment in their early stages of 
growth. 

Why should this be so? Obviously, much basic research is needed, 
but at the risk of oversimplification one may suggest that the principal 
cause which has produced essentially the same effect in country after 
country has been the adoption of a common new technology as the 
basis for production. Although this technology has continued to change 
since the days of Watt’s steam engine and although there are 
differences among developed countries, nevertheless there can be little 
dispute that the developed countries share in common essentially the 
same production methods, and that this technology contrasts sharply 
with that current in underdeveloped areas. The point could be demon- 
strated by appeal to various technological indicators: use of inanimate 
power, of chemical fertilizer, iron and steel, and so on. Its plausibility 
is evident if one considers the relative ease with which workers in Rus- 
sia or Japan might be transferred to jobs in the United States or Great 
Britain. (The point refers, of course, only to the adaptation necessary 
with regard to methods of production, not to those regarding broader 
social, economic, and political conditions.) 

A second factor, less fundamental but nevertheless important, is the 
apparent existence of essentially similar income elasticities of demand 
for broad categories of output among populations in different coun- 
tries. Evidence for this has been furnished by wide-ranging studies in 
time and space by Houthakker, Kravis, and Kuznets.® Because of this 

3 See the series of papers, “Quantitative Aspects of Economic Growth,” appearing inter- 
mittently in Economic Development and Cultural Change, Oct., 1956—Oct., 1964. 


2H. S. Houthakker, “An International Comparison of Household Expenditure Patterns, ` 
Commemorating the Centenary of Engels Law,” Econometrica, Oct., 1957, pp. 532-51, 
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basic similarity in preference structures, rising incomes associated with 
adoption of the more productive technology have led to pressures for 
rather’ similar types of resource reallocation. 

Is the technological base, on which today’s underdeveloped countries 
will build their higher levels of living, likely to be so different from 
that which has evolved in now-developed nations? Are the populations 
of these countries likely to exhibit strikingly different consumption 
characteristics as income grows? If the answer to each of these ques- 
tions is no, as I suspect it is, and if the doubts voiced earlier about the 
more popular research alternatives are valid, then it would seem desir- 
able to allocate relatively more research effort to the study of histori- 
cal experience on underdevelopment. 

To summarize in more general terms: Over the ve two centuries 
we have been witnessing the gradual spread of a technological revolu- 
tion among the nations of the world within the framework of a broadly 
stable structure of human wants. While there are many important 
differences that deserve explicit recognition (and which, incidentally, 
` historical research may help explain*), the impact of this revolution 
has produced many similar results in country after country, and there 
is no obvious reason why it should not continue to do so in the future. 
Although alternative lines of research are certainly of value, there 
seems reason to believe that relatively more study of the earlier histo- 
ry of now-developed nations may contribute in distinctive fashion to 
understanding the current experience of less developed countries. 
From this viewpoint, to the question, “Is the history of developed na- 
tions relevant to the current experience of underdeveloped nations?” 
one may respond, “Is not the current experience of underdeveloped na- 
tions a part of history?” 





and “The Influence of Prices and Income on Household Expenditure | in Various Countries, 
Bulletin de V Institut International de Statistique, Tome XXXVI, 2° Livraison, pp. 1-16; 
Irving B. Kravis, “Comparisons of the Structure of Consumption, ” in Lincoln H. Clark 
(ed.), Consumer Behavior (Harper, 1958), pp. 308-54; Simon Kuznets, “Quantitative 
Aspects of the Economic Growth of Nations: VII. The Share and Structure of Consump- 
tion,” Economic Development and Cultural Change, Jan., 1962, pp. 1-92, 

1 Alexander Gerschenkron’s work shows the potential of historical study, not only for 
identifying repetitive features of industrialization, but also for systematic explanation of 
some of the differences, Cf. Economic Backwardness in Historical Perspective (Cambridge, 
Mass.: Belknap Press, 1962). 








\ 


THE ROLE OF ECONOMIC HISTORY IN THE EDUCATION 
OF THE ECONOMIST 


By Ropert E. GALLMAN 
University of North Carolina 


No self-respecting economic historian could answer “no” to the 
question put to Professor Cameron and me. Therefore, I take it we are 
intended to give our ideas as to what role economic history should play 
in the education of the economist—presumably the formal graduate 
education of the professional economist. I am going to assume that we 
are commissioned to talk both about the features of economic history 
which are of value to the economist and the ways in which these fea- 
tures can be presented in a formal course offering. Hopefully, I will 
avoid straying off into the provinces of the other panel members. 

Economic history takes the long view. It is chiefly concerned with 
long-term economic growth, stagnation, and decay. To avoid awkward 
phraseology, I will speak of economic growth or development, but I do 
not intend thereby to limit my conception of the field to cases of 
growth alone. Into my subsequent remarks should be read appropriate 
parenthetical qualifications which expand them to cover stagnation and 
decay. 

The graduate student should come to economic history with the ex- 
pectation of learning something about development and there should 
be in the curriculum a course in economic history built around this 
theme. The student specializing in economic history may begin his 
work with bibliography and historiography and then take work in the 
economic histories of various nations over specified stretches of time, 
assembling in this way a cumulative record and analysis of develop- 
ment, as well as some knowledge of the historian’s craft, the state of 
old controversies, and fairly detailed knowledge of various histories. 
Dipping into such a curriculum will, no doubt, be rewarding for the 
nonspecialist, But it seems to me that his first, and perhaps only, grad- 
uate brush with economic history should be in a course of work direct- 
ed toward the process of growth, in which as wide.a historical record 
as possible is put to use. (Indeed, I think this is the appropriate begin- 
ning place for the specialist, too.) Bibliography, interpretive contro- 
versy, aspects of national histories should be selected and organized 
around this theme. 

This proposal seems, at first, dictated by fashion—a course proposal 
that uses the right words in order to slip by the watchdog faculty com- ` 
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mittee charged with the duty of keeping the curriculum lean. Econom- 
ic development has caught our fancy and, therefore, the term is a safe 
one. But this, in fact, is not the case. Economic development has never 
gone out of fashion with economic historians and the essence of the 
_proposal is by no means novel. I am suggesting only that the first grad- 
uate course be addressed explicity to growth and that materials for it 
be sought in a wide range of national histories, 

The first task of such a course should be to describe the economic 
aspects of the process of growth, so far as possible in quantitative 
terms: levels and long-term rates of change of output, inputs, and pro- 
ductivity; the changing regional, industrial, and product composition 
of the same aggregates; the distribution of income among size classes, 
inputs, and final uses; output and input flows among units of economic 
organization, firms, industries, regions, nations; changes in the size 
and character of units of economic organization, including markets; 
movements in the level and structure of prices, etc. The history of 
growth of any one national unit should be understood as a variant of 
an experience held in common with all growing nations and some group- 
ing of variants should be attempted. 

This catalogue lists some items that are not in stock, at least in the 
form’ of measurements generally accepted by the profession, within 
reasonable margins of error, and others which are not in stock for all 
variants. It is an ideal catalogue, intended to suggest the kinds and 
scope of the materials from which this aspect of the course should be 
constructed. The responsibility for a significant fraction of those avail- 
able measurements lies with scholars who might not class themselves 
as economic historians. According to the last Handbook, Simon Kuznets 
does not claim membership in the guild. Economic history is more than 
what economic historians do. 

Economic history is a consumer of theory and one of the determin- 
ers of the tasks of theory. The identification of the features of econom- 
ic growth to be described is a theoretical matter; so, in large measure, 
are the classification, aggregation, and analysis of the data. The eco- 
nomic theory consumed comes principally from outside the field. But 
the needs for theory are not always met. The recognition of the need 
for theory sets the tasks of theory. No one can study the growth of the 
nations of the West for the last hundred years or so without appreciat- 
ing the importance of the various relations between population change 
and growth, or the factors determining the volume and pattern of tech- 
nical change, or the significance for the diffusion of technical change of 
the levels and, more particularly, the kinds of technical competences of 

the relevant labor force and capital stock—all matters of abiding in- 
` terest to economic history but often slighted by economic theory. 
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The graduate student studying economic history ought, then, to 
have the opportunity to test and exercise his analytical skills. The 
course ought to give him some feeling for the empirical content of the 
concepts, magnitudes, and relationships treated by growth theory, as 
well as the limits of current growth theory and the tasks lying before 
theory. Every applied field has similar characteristics. Like courses in 
other applied fields, the course in economic history affords an opportu- 
nity to encourage student research. It may have special advantages for 
this purpose. No doubt this is simply the view of an insider, but the 
field seems filled with important questions which can be dealt with in 
limited compass; for example, small questions of how much, which 
have significance, and which can be answered by some digging and an- 
alytical ingenuity. Furthermore, the field is wide enough to cover a va- 
riety of interests. And, of course, everyone who takes a course in eco- 
nomic history expects to have to write a paper—a not inconsiderable 
advantage in itself. 

I have been talking about phenomena which can be easily labeled 
economic. A final task of the course in economic history is to describe 
the relations between economic growth and institutional change. The 
course should see growth in the context of social and political change, 
broadly conceived. The object should be to distinguish, so far as possi- 
ble, experiences common, in essence, to the histories of the developing 
nations, as well as the aspects of these relationships which appear to 
have had bearing on the speed and character of change. 

In summary, economic history has a role to play in the education of 
the economist. It will play this role best if it speaks explicitly of eco- 
nomic development. To change, and mix well, the metaphor, it pro- 
vides the student with a field for the exercise of his analytic skills, the 
empirical content for his models of growth, insight into the tasks of 
theory, and some conception of the relations between economic and so- 
cial change. 








HAS ECONOMIC HISTORY A ROLE IN 
AN ECONOMIST’S EDUCATION? 


By RONDO CAMERON 
University of Wisconsin 


The question posed as the topic for these comments is obviously rhe- 
torical. Currently the vast majority of professional economists are 
trained in graduate schools that require their students to take course 
work or examinations in economic history. (My own institution, one of 
the last holdouts, only this year adopted such a requirement.) The an- 
swer, therefore, can only be a categorical “yes.” A more meaningful 
formulation of the question would be, what is the role of economic his- 
tory in an economist’s education? Or even, what should be the role of 
economic history?* The answers in these cases are not only more con- 
troversial, but, especially the latter, doomed to perpetual discussion, 
since the question implies a normative judgment. 

In analogous discussions concerning the role of theory in historical 
research the argument is frequently made (perhaps because it is valid) 
that the historian will inevitably be guided by some a priori ideas. It is 
desirable, therefore, that these ideas be made explicit and systematized 
if possible. The choice, in other words, is not between theory and no 
theory, but explicit, consciously formulated theory and implicit, un- 
conscious theorizing. Much the same can be said for the use of history 
by theorists. Even the most scornful ahistorical economist makes some 
use of history: his own experience, the experience of his generation, or 
the loose historical generalizations which abound in the folklore of 
even highly sophisticated societies. Historians are not the only users, 
perhaps not even the most frequent users, of some such phrase as 
“history proves... .”* Whether or not history proves anything in any 
meaningful sense is another question; but there is no doubt that histo- 
ry is used and, when used properly, useful. The role of economic histo- 
ry in the economics curriculum is thus to try to assure that it is used 
properly. 

+My colleague J. G. Williamson suggests that another meaningful question is when in a 
student’s educational process formal exposure to economic history would be most fruitful. 
My colleagues R. H. Day and Jan Kmenta also made helpful comments on an earlier 
draft of this paper. 

7 An interesting example occurs in an essay by Oscar Morgenstern on the use of mathe- 
matics by economists. Morgenstern stresses the point that new mathematical tools will 
have to be developed to deal with economic phenomena. “If this be the case—as I believe 
history will show—then nothing at all can be said until these developments have occurred. 


. .” “Limits to the Uses of Mathematics in Economics,” in J. C. Charlesworth, ed., 
Mathematics and the Social Sciences (Philadelphia, 1963), p. 14. Emphasis added. 
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What constitutes the proper use of economic history? One graduate 
department of economics, which is well known for both its mathemat- 
ical and quantitative orientation, not only requires economic history of 
its students, but is unusually explicit in stating the reasons for the re- 
quirement: . 

First, since we view economic history as the empirical side of economics, the courses 
provide the student with a basic knowledge of economic institutions and their evolution. 
Moreover it emphasizes the impact of these institutions on economic processes. Second, 
since all empirical work is by its very definition economic history, the sequence [of 
courses] introduces the student to the techniques of empirical testing of economic hypoth- 
eses. In particular it introduces the student to the sources of economic data and, in connection 
with the course in research methodology, the formulation of hypotheses in forms that are 
subject to test* 

The quotation above emphasizes the importance of ascertaining the 
nature and reliability of empirical data. An econometrician, R. L. Bas- 
mann, goes even further in this direction: 

. . . in view of the fact that a proclaimed falsification can be discredited, not only on 
the ground that the methods of statistical inference employed in making the test . . . were 
inappropriate or misinterpreted, but also on the ground that the supporting historical 
investigation of initial conditions was inadequate in respect of method and resoluteness, 
the judgment is warranted. Its corollary is, of course, that the econometrician—if he wishes 
to test theories—has to cope with the economic historian as peer in respect of criticism 
and technical assistance.‘ 

In my view an even more important function of economic history in 
the education of economists is that it introduces the student to the full 
complexity of economic processes. Most graduate students in their ad- 
vanced research and subsequently in their careers specialize in partic- 
ular sectors or aspects of the economy; typically, also, they employ 
predominantly the method of static or comparative-statics partial 
equilibrium analysis in dealing with short-run problems. The study of 
economic history forces them to look at whole economies in their geo- 
graphic, political, social, and cultural setting; to explore the interac- 
tions between different sectors of the economy and between the econo- 
my and its environment; to observe the variety of responses to eco- 
nomic problems in human history; and most important, it forces them 
to contemplate the problems and processes of economic change 
through time. In short, the study of economic history broadens their 
horizons and stimulates their imaginations. 

Such broadening and stimulation can save young economic theorists 
and policy-makers of all ages from many kinds of error. A common 

*The Graduate Program of the Department of Economics, Purdue University, pp. 5-6. 
I am indebted to J. R. T. Hughes, not only for bringing this and the following reference 
to my attention, but for many stimulating discussions of the role and methodology of 
economic history. 

‘R. L. Basmann, “On Predictive Testing of a Simultaneous Equations Model: The: 
Retail Market for Food in the U.S.” Institute for Quantitative Research in Economics 


and Management (Krannert Graduate School of Industrial Administration, Purdue Univ.), 
Institute Paper No. 78, pp. 19-20. 
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error is to mistake short-run for long-run problems, or vice versa, and 
to apply inappropriate solutions. The controversy concerning the al- 
leged “dollar shortage” after World War II was of this nature, as is 
much of the debate over the effects of technological change on employ- 
ment. Another source of error is to confuse target variables with deci- 
sion variables, in the terminology of decision theory, and to try to op- 
erate directly on the target variables. Experiments with price control 
and exchange control are familiar examples of this kind of error. His- 
torical experience, by demonstrating the long-run effects of such er- 
rors, can powerfully supplement the didactic warning of the theorist. 
However relevant and important historical experience may be for 
problems of short-run policy, by far the most interesting cases intellec- 
tually are those which arise from long-run problems, defined as prob- 
lems of structural change. It is significant that the last twenty years, 
during which economists have once more become increasingly con- 
cerned with problems of economic growth and development, have also 
witnessed a marked revival of economists’ interest in economic history. 
Since the essence of economic development is fundamental structural 
change, one might say that the business of policy-makers in underde- 
veloped countries is to promote, encourage, or otherwise bring about 
` favorable structural change. The characteristic business of the eco- 
nomic historian, on the other hand, is to describe, analyze, and explain 
structural change. Moreover, any theory of structural change must, in 
order to command respect, be tested against historical or long-term 
data. The symbiosis of history, theory, and policy in application to 
problems of economic development is therefore a natural consequence. 
In dealing with short-term problems the economist is entitled—in- 
deed, in most cases he is obliged—to regard the fundamental structure 
of the economy as unchanging, to lock it up in the box of ceteris pari- 
bus. To take a familiar textbook example, an aggregate production 
function of the Cobb-Douglas type views output as a function of the 
inputs of capital and labor. The more fundamental determinants of 
output—population, resources, technology, and institutions—can be 
ignored on the assumption that they will not change significantly dur- 
ing the period under consideration. Obviously, for problems of eco- 
nomic development such an assumption is not only unrealistic but self- 
defeating, since development consists precisely in changes in the fun- 
damental determinants. Unfortunately, in the present state of our 
knowledge we are unable to state the form which such a function 
would take, or even to quantify its principal components. It is nev- 
ertheless important for young economists, whether or not they are pri- 
marily concerned with problems of economic development, to be aware 
of the existence of such fundamental determinants and of the impor- 
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tance of structural features and structural change in the short run as 
well as the long. It is also an extremely useful pedagogical device to 
ask students to estimate the shape of the function for specific histori- 
cal cases or to quantify some of its components. 

In stressing the importance of the study of economic history for 
problems of long-run structural change, I do not wish to give the 
impression that I believe that economic historians know all the an- 
swers. To put it more pointedly, I am arguing the importance of eco- 
nomic history, not praising the accomplishments of economic histori- 
ans. Economic history should have a role in the education of econo- 
mists, not only (to paraphrase the founders of Harvard College) to 
preserve us from the curse of an illiterate profession, but also to insure 
that economic historians will be better economists. 








DISCUSSION 


Evsey D. Domar: When invited to participate in this program, I accepted 
the offer eagerly in order to quarrel with economic historians about their 
predilection for descriptions and tautologies and their neglect of analytical 
models. But after Professor North’s paper, which will be known to posterity 
as “The Confessions of Douglass North,” I am unable to say anything nasty. 
I am even ready to volunteer for the defense of economic historians from 
self-mutilation. And though I am still unhappy about the meaning of such 
expressions as the leading sector, absolute scarcity of capital, transformation 
of government bonds into capital, and many others, I will say no more about 
them during this session. 

To come to the question which we are supposed to discuss: “Has the Early 
History of Developed Countries Any Current Relevance?”——presumably for 
economic development. Now, would anyone have the nerve to reply, no? With 
nerves of only average strength, I first said yes, and then spent the better 
part of the Christmas vacation trying to figure out why. For assistance I 
turned to Barry Supple’s old paper on “Economic History and Economic 
Underdevelopment” (Canadian J. of Econ. and Polit. Sci., 1961, pp. 460-78) 
—and since I am supposed to discuss Supple’s paper at this session I trust 
you will not care which one I take—and did find quite a few suggestions. As 
one reads his list of the plagues that handicapped English economic develop- 
ment in the seventeenth and eighteenth centuries which Professor Easterlin 
has just cited to you in his paper, and then recalls that England did develop 
after all, one gains a better understanding of the state of affairs in the under- 
developed countries of our times and a greater hope for their future. I was 
reminded of the feeling of personal relief which I derived some years ago 
from reading Karen Horney’s The Neurotic Personality of Our Time after I 
discovered what the rest of humanity was like. 

But if there are similarities between England of the seventeenth and eigh- 
teenth centuries and the underdeveloped countries of our day, there are also 
some striking differences. In those days, and indeed throughout most of Eng- 
lish history, both the technology and the institutions of England were of a 
piece. Now the underdeveloped countries have the canoe and the airplane, 
the tribe and the corporation, the witch-doctor and penicillin. But what is 
perhaps more important for our discussion is the change in the social climate. 
In the seventeenth and eighteenth (and even in the nineteenth) centuries, 
there was a greater tolerance of social and economic evils some of which, such 
as high profits and low wages, concentration of income and wealth, certain 
monopolies, regressive taxes and the like, were nevertheless conducive to eco- 
nomic development (though many others, like corruption and waste in gov- 
ernment, were not). In those days people were much more patient with the 
slow, almost imperceptible, rate of economic improvement. There is much less 
tolerance of these evils today, though they still exist, and there is certainly 
much less patience, if not among the masses, certainly among the intellectuals 
and the leaders. But with increasing educational levels, this impatience will 
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spread, The knowledge that better life exists on earth, that great possibilities 
for improvement are inherent in the technological gap, and the glitter of the 
Russian advance—all reinforce the urge for speed. No wonder that so many’ 
of these countries turn to socialism, in one form or another, and sometimes 
only in name, with its twin promise of rapid economic development and of 
social justice. Surely few underdeveloped countries would now assign their 
governments the relatively minor roles they played in England, and even in 
France and in Germany at similar stages of economic development. 

If then the history of some developed countries has lessons to offer, it is not 
so much the history of Western Europe which grew in a rather leisurely man- 
ner that is relevant here, but the history of the accelerated economic develop- 
ment of Russia (both during 1890-1913 and since 1928) and of Japan. True 
enough, some of the lessons may be negative. But the knowledge of what not 
to do is most valuable, not less so than the knowledge of what is to be done. 
It is indeed hard to acquire the latter without first learning the former. 


R. A. Gorpon: Like Professors Cameron and Gallman, I am prepared to as- 
sert strongly that economic history has a role—and an important role—to 
play in an economist’s education. You may recall Schumpeter’s dictum that, 
of the economist’s tools of history, statistics, and theory, economic history “‘is 
by far the most important.” Almost certainly, most economists would not be 
prepared to accept this ordering of the standard tool fields of our profession, 
and the statement is more strongly worded than I should prefer. Nonetheless, 
this tribute to the importance of economic history is worth remembering. 

We all agree that economic history does have a role in the training of econ- 
omists, and Professors Cameron and Gallman offer some views as to what this 
role should be. At this point, naturally, differences of opinion arise. 

Let me begin by disagreeing with Professor Gallman. It seems to me that 
he identifies economic history too much with, in his words, “economic growth, 
stagnation, and decay.” He goes further and proposes that the first graduate 
course in economic history, presumably required of all students (or at least 
those who are candidates for the Ph.D.), be a course in the quantitative as- 
pects of economic growth. It seems to me that this is too narrow a conception 
of the role that economic history should have in the training of our graduate 
students. : 

Should we not ask of economic history a good deal more than this? The 
quantitative and comparative study of the economic growth (and decline) of 
nations should certainly be included. But the new “quantitative economic his- 
tory” goes much further than this. Economic history is, or should be, con- 
cerned with studying, at various times in the past, all the standard economic 
relationships with which our students will be concerned in their work in eco- 
nomic theory, money and credit, international trade, and the other applied 
fields. How have these relationships changed over time, and in response to 
what institutional, demographic, and other forces? I view economic history as 
the application of the time dimension to all of applied economics. This calls 
for all the help that we can get from economic theory and from quantitative 
methods. It also requires the help of other branches of history. 

This is not yet the end of what economic history has to contribute to the 








118 AMERICAN ECONOMIC ASSOCIATION 


education of the economist. The latter needs to know something about the 
pattern of institutional change over the decades and centuries, the reasons for 
such change, and the ways in which such change has affected the economic 
relationships in which we are most interested. 

As you can see, I am asking for the moon. The educational assignment that 
I would hand to the economic historians is an impossibly broad one, and no 
graduate program can afford to give to economic history as large a fraction of 
the student’s time as would be necessary to do even a significant part of what 
(in my opinion) is needed. 

But let me offer a few partial suggestons. Is it unreasonable to require a 
full year’s graduate course of all Ph.D. candidates? Such a course would at- 
tempt to do something with each of the different approaches that I have sug- 
gested. In addition, a significant amount of historical material should be in- 
troduced into the standard courses in the applied fields, if it is not there al- 
ready. Such historical material can be as analytically oriented as the other 
parts of such courses. I should urge also closer collaboration between econom- 
ic historians and their departmental colleagues in both economic theory and 
the applied fields. 

Reflecting my own interests, also, might I urge on my friends in economic 
history, that they do more than they are now doing to help the rest of us 
maintain the ever moving bridge between the past and the present. Economic 
history does not end in 1914, 1929, or even 1959. If I may be trite, today is 
part of tomorrow’s history. It is inevitable that much of recent specialized 
economic history must be treated in the courses and seminars in the various 
applied fields. But we in the applied fields need more help than we are cur- 
rently getting from the economic historians in evaluating and putting into 
perspective many developments since World War Il—such as the spectacular 
acceleration in European growth rates, the forces making for greater cyclical 
stability, the factors underlying the recent and current “creeping inflation” in 
prices, the implications of the continued shift in demand toward the service 
industries, the changing character and tempo of technological change, and so 
on and on. 

I should like to close with a few words on the relation between economic 
theory and economic history, which was the subject of Professor Fogel’s 
paper. The feature of the “new economic history” is its use of modern theoret- 
ical and statistical tools. But so far as economic theory is concerned, we are 
still on a one-way street. The movement is from theory to history; there is 
little if any movement the other way. Perhaps it is too early to expect any 
reverse movement yet. But I hope that eventually there will be. Perhaps I am 
merely exhibiting my own prejudices when I express concern about the extent 
to which various branches of economic theory continue to operate in an insti- 
tutional vacuum and build on assumptions which, if useful at all in contribut- 
ing to our understanding of the world around us, frequently have an applica- 
bility which is strongly bounded by time and place. It is my hope that the 
new economic history will not only continue to borrow from economic theory 
but will also increasingly contribute to the development of economic theory. 
And I hope, too, that our students will increasingly have the opportunity, in 
their graduate work, to participate in and benefit from such interchange. 





THE CONTRIBUTION OF THE HISTORY OF 
ECONOMIC THOUGHT TO THE UNDER- 
STANDING OF ECONOMIC THEORY, 
ECONOMIC HISTORY, AND THE 
HISTORY OF ECONOMIC 
POLICY 


THE ROLE OF THE HISTORY OF ECONOMIC THOUGHT IN 
THE UNDERSTANDING OF MODERN ECONOMIC THEORY 


By Donatp F. Gorpon 
University of Washington 


My assignment is a discussion of the role of the history of economic 
thought in the understanding of modern economic theory. It is difficult 
to get beyond personal impressions and subjective prejudices in such a 
discussion and mine for the most part will also fail in this respect. 
However, I think that this audience might be at least as interested in 
what the profession thinks of the role of the history of thought as in 
my private predilections. As a consequence I have taken an informal 
poll of those departments which produce the mass of doctoral degrees 
in our field. The results, which I will summarize briefly, indicate a de- 
cline in the interest in this area. In the rest of my discussion I will at- 
tempt a fairly obvious explanation of this decline and will conclude 
with a brief plea that historians of economic thought reorient their ap- 
proach and broaden their horizons. 

In a report upon graduate education in economics in the United 
States published in 1953, Howard Bowen related that “from conversa- 
tions at many institutions I have gained the impression that it has de- 
clined in popularity.” He went on to suggest that his impression was 
partly confirmed by the fact that “the number of professors who be- 
lieve it should be in the core [courses required of all graduate students] 
is considerably less than the percentage of institutions at which it is 
required or usually elected.”* While 76 percent of reporting institutions 
listed some work in the field as required or usually elected in the Ph.D. 
program, only 37 percent of responding professors recommended its 
inclusion in the common core. 

This past summer I distributed a questionnaire on this topic to the 
chairmen of the forty departments of economics in the United States 
and Canada which produce the largest number of doctoral degrees, ac- 


poe “Graduate Education in Economics,” AE.R., Sept., 1953, Part 2, p. 115. 
Ibid. 
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cording to the latest available figures from the United States Office of 
Education. The response was greater than 90 percent, for which I 
thank any of you who may have been partly responsible. The results 
are broadly similar to Bowen’s answers and his inferences therefrom. 
The history of economic thought appears to be persisting quite tena- 
ciously in the face of declining popularity. 

Eighty-six percent of reporting institutions still offer graduate work 
in the history of economic thought, and in 70 percent of reporting in- 
stitutions it is required (fifty-three) or elected (seventeen) by more 
than half the doctoral students. Moreover 83 percent of the institu- 
tions that do not require a course nevertheless include some material 
from the field on the general examinations for the Ph.D. 

A different picture emerges in response to questions designed to elicit 
some indications of trends in opinion and action. About 40 percent 
indicated a decrease in offerings or requirements over the past five, 
ten, or fifteen years; about the same number indicated no change; and 
only 20 percent indicated an increase. I am inclined to think that in 
some of the latter cases the increases were a consequence of increases 
in the size of the graduate programs rather than a change of heart con- 
cerning their composition. (Presumably no graduate programs have 
decreased in size over the past few years, so that the reverse would not 
apply to the first group.) 

Even more significant, perhaps, are the indications that there is a 
broad difference of opinion between younger and older economists. 
Respondents to the questionnaire were asked to guess the attitudes of 
the younger, as compared to the older, economists toward replacing 
persons on present faculties who teach or do research in the history of 
economic thought. Fully 63 percent of the replies (the respondents 
presumably being mostly chairmen) indicated that they believe the 
younger economists would be less inclined than older ones to replace 
faculty in this area. Only one institution reported the opposite. 

Somewhat contrary evidence appears from published work in the 
field. The following table shows, for the five volumes of the Index of 
Economic Journals sponsored by the Association, the proportion of 
pages listing papers. in this field to pages required to list all papers. It 
seems fairly clear that there is no trend during the past thirty-five 
years in these figures. It may be that figures for the past five years 
would show a decline; yet while Bowen’s data were collected during 
1951-52, the last half of the decade of the 1950’s shows virtual con- 
stancy. 

While the above evidence may not be conclusive, I think there is a 
reasonable presumption that the profession, particularly its younger 
members, has a declining interest in the history of economic thought. I 
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TABLE 1 
Percent of Pages 
Volume ' Period on the History of 
Economic Thought 
Tno na Beater} 1886-1924 5.1 
TRineiiasdesvaeaes 1925-39 3.9 
ff eer ir ane ae 1940-49 4.4 
TVinnct sien E 1950-54 3.9 
Nib sees aaan Sines, 1955-59 3.8 


now turn to some speculation on why this is the case, and what, if any- 
thing, we should do about it. 

Let us first make the distinction between the history of economic 
analysis or theory (concerned with the record of the formal logic of 
economic models together with what empirical evidence has been ad- 
duced to support them) and the history of economic doctrines (or the 
history of views of economic policies, together with their necessarily 
attendant political, social, and philosophic connections). This appears 
to be an increasingly common distinction, and without denying or 
affirming any causal connections running either way, I think it accel 
ly valid and useful. 

Is a knowledge of the history of economic analysis a necessary con- 
dition for understanding current conventional economic theory? I 
think the answer is negative. In the ordinary meanings of words, to un- 
derstand an economic model and to know its historical origin are logi- 
cally two different things and empirically are observed apart. Leaving 
aside the great economic theorists, surely we can observe, on the more 
mundane level of our colleagues, economists who understand and are 
perfectly competent in modern economic theory but who are quite in- 
nocent of any knowledge of its sources. 

We might further ask: Is the history of economic analysis a useful 
way to learn contemporary economic theory, as Bowen suggested in 
1953? Again I suspect, although with somewhat less confidence, the 
answer is again negative, unless we believe (as I certainly do) that 
there is some value in history for its own sake. It is true, of course, 
that most of the great economic theorists have had a lively interest in , 
and knowledge of the analytical work of their predecessors, and some’ 
have done scholarly work in the area. Perhaps they have been greater 
economic theorists for those interests. On the other hand, one might 
more plausibly argue that while fine analysis and lively intellectual cu- 
riosity are frequently correlated, this does not show that the satisfac- 
tion of the latter contributed to the former. Suppose we imagine two 
graduate students of perfectly equal analytic ability who differ only in 
that Mr. A has had x number of courses in economic theory plus one 


a 
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in the history of analysis, while Mr. B has had only the x courses in 
theory. We might agree that Mr. A will have a better understanding of 
economic theory; but the relevant question is whether this would be 
the result if Mr. B, in lieu of the course in thought, had had an addi- 
tional course in economic theory. Both common sense and a decent 

humility suggest the opposite answer. l 

Some perspective may be gained on the place of the history of anal- 
ysis in training professional economists by asking under what condi- 
tions, in time or cross-sectionally, is the history of a discipline consid- 
ered an essential part of professional training in that field. Impression- 
istic answers are easier to gain cross-sectionally, and it may be useful 
to rephrase the question: In what contemporary fields will the study of 
“original sources” be deemed important? In literature and the creative 
arts, the professional gains his education by exposure to the works of 
other writers or artists, principally from earlier periods. Textbooks 
other than collections or reader guides are deemphasized. In many of 
the social sciences—-and perhaps in philosophy—textbooks play a larg- 
er role. But in many of these areas parallel readings from original 
sources and from the “classics” of the field are an essential part of 
learning the discipline. So far as I can gather, the training of natural 
scientists relies almost exclusively on textbooks until, in his third or 
fourth year of graduate work, the student begins his own research. 

Economics lies somewhere between the extremes but surely closer to 
the natural sciences than to the humanities, and perhaps further in 
that direction than any other social science. Consider the subjects, 
physical theory, economic theory, and political theory. The first two 
are largely learned from textbooks; the latter is virtually defined as 
the history of the subject. 

We do not have to be so arrogant as to insist that we, like the natu- 
ral scientists, have seen the basic truth and that we do not need to 
know from whence it came. It is true, however, that to an extent that I 
do not think economists fully comprehend, we have in economic theory 
a degree of consensus around a basic model, which makes us closer to 
the natural sciences than to some other fields. This can be put in per- 
spective by a comparison of the history of economics with the history 
of the natural sciences. 

According to a recent interpretation of the history of science by T. 
S. Kuhn, a “normal science” emerges historically when a “universally 
recognized scientific achievement” provides “model problems and solu- 
tions to a community of practitioners” (p. x). These achievements or 
paradigms, as Kuhn calls them, attract “an enduring group of 
adherents” away from random fact gathering and competing models. 


1T, S. Kuhn, The Structure of Scientific Revolutions (Univ. of Chicago Press, 1962). 
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At the beginning a paradigm is “largely a promise of success discover- 
able in selected and still incomplete examples” (pp. 23-24) and an 
“object for further articulation and specification under new and more 
stringent conditions” (p. 23). Thus from basic models “spring particu- 
lar coherent traditions of scientific research” (p. 10) which develop 
the promise inherent in the basic model “by extending the knowledge 
of these facts that the paradigm displays as particularly revealing, by 
increasing the extent of the match between those facts and the para- 
digm’s predictions, and by further articulation of the paradigm itself” 
(p. 24). 

Research, which consists in the further development of such basic 
models, and which defines scientific communities, has both strengths 
and weaknesses. It has a criterion for choosing problems “that .. . can 
be assumed to have solutions” (p. 37) and for gathering data which 
are relevant; for these reasons, normal research can be highly produc- 
tive, but it is essentially “mopping up operations” (p. 24). On the 
other hand, normal research does not “test” the basic model, the 
soundness of which is taken for granted. Normal research “seems an 
attempt to force nature into the preformed and relatively inflexible box 
that the paradigm supplies” (p. 24). Phenomena “‘that will not fit are 
often not seen at all” (sbéd.) or at least are put aside for future prob- 
lem solving. “Nor do scientists normally aim to invent new theories, 
and they are often intolerant of those invented by others” (ibid.). 

Occasionally, revolutions occur. In the further development of a 
basic model, empirical anomalies appear, the resolution of which can 
normally be postponed. But if enough such anomalies occur, or if they 
are particularly critical, a crisis emerges which may shatter the tradi- 
tion: 

Confronted with anomaly or with crisis, scientists take a different attitude toward 
existing paradigms, and the nature of their research changes accordingly. The proliferation 
of competing articulations, the willingness to try anything, the expression of explicit dis- 
content, the recourse to philosophy and to debate over fundamentals, all these are 
symptoms of a transition from normal to extraordinary research (p. 90). 

Scientific revolutions are inaugurated by a growing sense .. . that an existing paradigm 
has ceased to function adequately in the exploration of an aspect of nature to which that 
paradigm itself had previously led the way (p. 91). 

They are: 

. those non-cumulative developmental episodes a which an older paradigm is replaced 
in ‘whole or in part by an incompatible new one (p. 91). 

Smith’s postulate of the maximizing individual in a relatively free 
market and the successful application of this postulate to a wide varie- 
ty of specific questions is our basic paradigm. It created a “coherent 
scientific tradition” (most notably including Marx) and its persistence 
can be seen by skimming the most current periodicals. Presumably the 
addition of the principle of variable factor proportions, or the notion 
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of the consumer with relatively stable transitive preferences, is 
“further articulation.” Its “specification under new . . . conditions” 
which constitutes “normal research” can be indefinitely illustrated by 
analyses of monopoly and competition, tariffs and free trade, money 
and government deficits, excise and income taxes, unions and mini- 
mum-wage legislation—the list is long and well known. 

Kuhn’s analysis allows for subparadigms within a more basic model, 
and within economics some of our subparadigms have been over- 
thrown. The replacement of classical wages fund doctrine by the gen- 
eralized marginal productivity theory would presumably be an exam- 
ple. The establishment of utility theory on the one hand and its over- 
throw (despite the retention of the term) by Pareto and his followers 
may be others. On the whole, I think the extent to which we have had 
revolutions in the history of analysis may easily be exaggerated by the 
failure to distinguish analysis from policy. Just where the dividing line 
lies between a major further extension of the basic model and the revo- 
lutionary overthrow of a submodel may involve an arbitrary element, 
and this arbitrariness may have its source in a certain ambiguity in 
Kuhn’s conception of the paradigm.* But economics has never had a 
major revolution; its basic maximizing model has never been replaced. 
Whether this is good or bad (and the fact is the despair of some), it is, 
I think, remarkable when compared to the physical sciences that an 
economist’s fundamental way of viewing the world has remained un- 
changed since the eighteenth century. Since economic theory has ob- 
vious connections with economic policies over which economists’ pas- 
sions are so easily aroused and considering that these policies have been 
so vigorously debated by economists past and present, it is a tribute to 
the supremacy of purely positivistic intellectual forces that such has 
been the case. 

On the other hand, lacking basic revolutions, we have had major, if 
unsuccessful, rebellions. Certainly the historicists of the nineteenth 
and the institutionalists of the early twentieth centuries were a (not 
so) “narrow subdivision of the scientific community” who had a “sense 
... that an existing paradigm” had “ceased to function adequately in 
the exploration of . . . nature.” As in science, “competing articulations 
.. . explicit discontent, and the recourse to philosophy and to debate 
over fundamentals” were all symptoms of a crisis. But the profession 
has never permitted the dissent to get out of hand. The potential revo- 
lutions have been suppressed—some would say because of the stupidi- 
ty and obstinacy if not the venality of economists. As in the sciences, 


*Cf. Dudley Sharpere, “The Structure of Scientific Revolutions,” Philosophical Rev., 
July, 1964, pp. 383-94. 
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the dissenters have to some extent almost been read out of the profes- 
sion. Little wonder that some have become embittered. 

Some perspective can be obtained on the depth of our present con- 
sensus by comparing a current dispute—say between two theorists’ 
views about what variables should be included in a demand function 
for money—with a hypothetical one during the crisis of the 1920’s be- 
tween a Pigou and a Veblen. In a sense the latter two would have had 
nothing of significance to say to one another, beyond disputing phil- 
osophical fundamentals. For the acceptance of Veblen’s thoroughgoing 
alternative paradigm would have meant the abolition of economics as 
it was known, as alchemy was abolished by chemistry; or: the 
indefinite establishment of two separate disciplines, as astrology was 
separated from astronomy. Again the consensus is illustrated by the 
fact that economic history (so often in the past a source of subversive 
movements and at best maintaining a cold war status relative to 
theory) shows signs in the “new” economic history of coming into the 
fold. Needless to say, this is no guarantee that a major revolution will 
never occur. While I think the consensus may be broader and deeper 
than it has ever been, it is not universal, and some, like Herbert Simon, 
call for a major reorientation of economics along psychological lines—as 
did Veblen. 

It might be argued that the consensus of which I speak follows tau- 
tologically from the definitions of “economists” and “economic 
theory” which I am using. In a trivial sense this is, of course, true; but 
it is also an empirical proposition. It is a prediction concerning the 
kinds of teaching and research done by the faculties of departments 
(so named) in what we consider major institutions of learning. Such 
definitions, therefore, are not so much personal and arbitrary, but 
those of the recognized profession. 

If it is not necessary to an understanding of modern economic theo- 
ry, why then do we study the history of economic analysis? The ques- 

-tion reminds me of Schumpeter’s explanation of why true militarists 
such as the Saracens fought aggressive wars. If asked, according to 
Schumpeter, the Saracen might spontaneously reply, “The Word of the 
Prophet”; but if he had a philosophical bent, he might after a 
moment’s reflection reply, “Because I am a man.” To ask why aca- 
demic institutions study historical origins is to question a major part 
of academic activity; and among those historical origins is the history 
of economics. We do not need to justify that history simply as a meth- 
od of teaching economic theory, even if some of that teaching is an in- 
evitable by-product. The better justification may be in the fact that, to 
vary the dictum of an older scholar, man is a scholarly animal. If we 
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even raise the question we are half lost; like Mallory and his moun- 
tain, we study history because it is there. It is ironic that, while the 
history of science is burgeoning as an academic study, historians of 
economic thought appear to have doubts concerning their justification 
and to be seeking it in the wrong place. 

I conclude that economic theory is very much like a normal science 
and that, like a normal science, it finds no necessity for including its 
history as a part of professional training. But I know no reason to sup- 
pose that the study should or will disappear. Why then does it appear 
to be declining? I conjecture that this is a decline from what might be 
called an “abnormal” level. During the “crisis” which was apparent in 
American. economics as late as the 1920’s, competing models 
flourished. As in other fields where there is no consensus, it is natural 
for people to turn to the classics of the field. Edgeworth held that “for 
the mastery of a speculative and controversial science a certain multi- 
plication of authorities is desirable . . . [to] counteract the false ten- 
dency of teachers to inculcate, and pupils to learn by rote. Hence the 
history of theory is particularly instructive in political economy as in 
philosophy.”* With the reestablishment of a consensus, with the de- 
cline in controversy, it was only to be expected that historical interest 
would decline to what might be called a normal level for a normal 
science. I repeat that we have no reason to apologize for scholarly in- 
terests, nor do I expect that such interests will disappear. 

In closing let me make two pleas against what are apparently cur- 
rent tendencies. If because of our insecurity we look upon the history 
of economic analysis largely as a method of teaching economic theory, 
we are very likely to view that history as an accumulation of present 
‘truth, as was the tendency in traditional histories of science. It is cer- 
tainly desirable that we have as accurate a record as possible of the 
sources of modern theory, but exclusive concentration upon this has 
some serious drawbacks. Historical distortions are created when, for 
example, Quesnay’s significance is viewed as the discoverer of input- 
output; when Ricardo’s value theory is viewed as an explanation of 
relative prices; or when Viner’s theory of the firm is identified as 
Marshall’s. It also neglects some fascinating intellectual puzzles. In 
the history of science, scholars have recently tended to look upon past 
scientific concepts, not so much as “false,” but rather as impressive 
scientific accomplishments for their time, which were accepted for 
good reasons, although they were later rejected for good reasons. More 
serious efforts to see logical coherence in past theoretical con- 
cepts—productive and unproductive labor, Mill’s propositions on capi- 
tal, or the wages fund—might lead us to find some logical validity even 


*As quoted by M. Blaug, Economic Theory in Retrospect (Irwin, 1962), p. viii. 
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if the concepts were rejected for good empirical reasons. It would be 
surprising if past scientific theories were good science while rejected 
economic theories were just nonsense. No doubt some, maybe many, of 
them were nonsense; and excessive sympathetic relativism has led to 
some atrocious economics. A “shortage of money” has been used to 
justify mercantilism and England’s: “monopoly” of manufacturing is 
held to explain the rise of the theory of comparative advantage and its 
alleged subsequent irrelevance. But the proper rejection of nonsense 
may lead us to reject more serious consideration of neglected concepts. 

Finally, I question the recent emphasis upon the history of analysis 
at the expense of the history of doctrines. Not only is the scholarly 
study of economic doctrines a legitimate historical inquiry, but it has, 
if we follow Edgeworth, what might even be called a practical value. 
Whatever we intend, we train in fact not only positive economists but 
makers and teachers of economic policy. On economic policy we have 
no consensus; on the contrary we have profound differences. They 
arise, not so much from theoretical differences as partly from funda- 
mental values, and perhaps more importantly from differences in views 
on the nature of governments and the possibilities of government ac- 
tion. We all survey the same history of government policies, but some 
of us come out “empiricists” and some come out “optimists.” Since we 
have no consensus, we cannot define and therefore cannot teach 
“sound” economic policy as we can define and teach “sound” economic 
theory—regardless of what may be suggested by the emphasis upon 
high school courses in economics. But if Edgeworth was right concern- 
ing the teaching of controversial sciences, exposure is desirable to a va- 
riety of thoughts on economic policy together with their inevitable re- 
lationships to broader intellectual currents. If economists are to talk 
glibly about government policy—and there is no doubt that they 
will—it would be some comfort to know that they had been at least ex- 
posed to the wide variety of what we might call basic paradigms con- 
cerning the nature, role, and possibilities of the state. It might be reas- 
suring if facile teachers and makers of policy were aware, not only of 
Cournot’s second order conditions or Pareto’s argument for nonaddi- 
tive utility functions; not only, further, of Malthus’ case against pri- 
vate charity or Walras’ views on the nationalization of land; at least 
as important might be some inkling of the political philosophies of 
Burke and Paine, or, for that matter, of Plato and Polybius. Driven, 
perhaps, by a misplaced desire to be scientifically respectable, histori- 
ans of economic thought appear to be tending the other way. 








ON THE HISTORY OF THOUGHT AND POLICY 


By Warum D. GRAMPP 
University of Ilinois, Chicago 


What we would like to know about the history of economic policy is 
what was said, done, and why—what it was that governments were 
urged to do and refrain from doing, what they actually did, what the 
problems were that policy was meant to manage and how well it did, 
how much the decisions were influenced by positive economics, by ethi- 
cal values, vested interests, and how much was done for no good rea- 
son at all. 

It is not fair to look for all of this information in the history of eco- 
nomic thought, but we may fairly look for an explanation of the posi- 
tive economics and for some indication of the ethical values. Reporting 
the factual side of policy is the work of history, but when economists’ 
have undertaken it we may ask that they be accurate. 


I 


This is what we may fairly look for. What do we find? I want to an- 
swer the question with reference to British thought and policy. 

First, although economists have written much about policy, they 
hardly ever have put their ideas in the form of a reasonably complete 
theory; i.e., a statement of the values that direct policy, their origin 
and order of importance, the economic means of realizing them, and a 
defense of why the values and means are appropriate. The first classi- 
cal economist to make such a statement was Mill, and he was the last 
great member of the school. He said those who previously had contest- 
ed over laissez faire and intervention had “seldom declared, or appar- 
ently decided in their own minds, how far they would carry either 
principle.” ae 

Second, recent economists have taken a more comprehensive view of 
policy. A few, like F. H. Knight, have tried to get to its normative 
foundations. Others, like Tinbergen, have taken the ends of policy as 
given and tried to put them together in an analytical framework. 
There also is the application of welfare economics to the normative 
side of policy.? And there are the many studies of specific measures, 

t John Stuart Mill, Principles of Political Economy (7th ed.), Book v, Chap. xi. 

?Frank H. Knight, The Ethics of Competition (London, 1936); The Economic Order 
and Religion, with Thornton W. Merriam (New York, 1944), Pt. I; and Freedom and 
Reform (New York, 1947). J. Tinbergen, Economic Policy: Principles and Design (Am- 


sterdam, 1956). E.g., William J. Baumol, Welfare Economics and the Theory of the State 
(Cambridge, 1952). 
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especially their positive features, such as those made of fiscal and 
monetary measures. I do not mean that more economists are interested 
in policy now than in the past but that those who are address them- 
selves to it in a more thorough way. 

Third, we find that economists are poor historians—at times wrong 
about facts, incomplete, unclear, oblivious to what is significant, or 
stressing what is trivial. 


a 


There is not time here to prove these observations. Some of the evi- 
dence is in what I have written and some in a forthcoming book on 
economic liberalism.’ But I can illustrate them by describing the kinds 
of things economists have written about policy (i.e., the classes of 
statements they have made). 

One kind addresses itself to a particular problem of policy but ends 
with a contribution to positive economics. Malthus in writing about 
the Corn Laws developed the idea of diminishing returns. So did Ed- 
ward West. Ricardo in writing about them made interesting use of 
price elasticity. This writing tells us about the history of theory. It 
does not tell us much about policy. 

A kind that does is Smith’s defense of the Navigation Acts or 
Hume’s saying that as a British subject he prayed for commerce to 
flourish in Europe.’ Both men placed a high value on the national in- 
terest, and Smith placed it before the national wealth. But neither was 
entirely clear. Smith did not explain how much wealth was to be 
sacrificed to power and did not make clear how power was related to 
the other ends he assigned to policy. Neither did Hume. 

Another kind of writing seems to imply a principle of policy while in 
fact it does not. Senior wrote a pamphlet against the ten-hour day bill 
of 1837 and he was understood to be against all such regulation. More 
than anyone, he is responsible for the mistaken belief that classical] 
policy opposed the Factory Acts. Actually he supported the acts of 1833 
and 1841. The economists’ writing about poor relief seems to denote 
an opposition to it in principle. But in fact they differed among them- 
selves on particular measures, some opposing intervention and others 
supporting it. They did, to be sure, declare they were opposed to inter- 

“Adam Smith and the Economic Man,” JPE, LVI, 4; “On the Politics of the 
Classical Economists,” QJ.E., LXII, 5; “The Liberal Elements in English Mercantilism,” 
ibid., LXVI, 4; The Manchester School of Economics (Stanford, 1960), and Economic 
Liberalism (to be published by Random House, spring, 1965). 

*Thomas Malthus, An Inguiry into the Nature and Progress of Rent, etc. (London, 
1815). Edward West, Essay on the Application of Capital to Land, etc. (London, 1815). 
David Ricardo, On Protection to Agriculture (4th ed.; London, 1822), pp. 18-19. 

*Adam Smith, The Wealth of Nations (Sth ed.), Book iv, Chap. ii. David Hume, “Of 


the Jealousy of Trade,” Writings on Economics, ed. Eugene Rotwein (Edinburgh, 1955), 
p. 82. 
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vention in principle. But they really were not clear, as M’Culloch in 
his literal way revealed. “The laws,” said he, “which regulate the pros- 
perity and decay of nations are as certain as those which govern the 
celestial bodies; but more interesting, inasmuch as man may modify 
them by his interference.” M’Culloch was not the greatest mind of nine- 
teenth-century economics. Marshall may have been and he was even 
more confusing. “So I cry,” he said, “Laissez-faire; let the State be up 
and doing.’”® 

There is a perverse streak in the view the world has taken of the 
classical economists. Senior wrote the New Poor Law of 1834, and 
Carlyle called them the dismal scientists. In the same decade they op- 
posed the repeal of the Corn Laws and disdained the Manchester 
School. Yet they did become known as opponents of immediate and 
universal free trade, as in fact most of them were. Some, like Ricardo, 
wanted a permanent duty on corn.’.This does not mean he was op- 
posed in principle to free trade but simply that he did not make a com- 
plete statement about it. 

Another kind of writing describes the principles that have ruled a 
nation at a particular time. Cairnes said that in his day Britain was 
directed by laissez faire. He was mistaken, because there was a sig- 
nificant amount of intervention. Smith reported, also inaccurately, 
that the mercantilists believed money was wealth, and John Stuart 
Mill repeated the mistake. Both illustrate another failing of econo- 
mists when they deal with history. Both were unaware of some of the 
important economic writing that preceded them. Smith seems not to 
have noticed Turgot’s theory of diminishing returns. Mill had read lit- 
tle in the twenty years preceding the writing of his Principles and took 
small notice of the free-trade movement of his time. Smith seems not 
to have been aware of the technology that was emerging in his day. It 
did not become clear until the end of the century, but even then so 
careful an observer as Frederick Eden did not notice important parts 
of it.’ 

There is a kind of writing that opposes a principle of policy in a way 
that suggests the writer is opposing the policy of his time. Smith de- 

‘N. W. Senior, Letters on the Factory Act, As It Affects Cotton Manufacture (London, 
1837). See also roe R. Sorenson, “Some Classical Economists, Laissez Faire, and the 
Factory Acts,” J. of Econ. Hist, XII (1952), 3. M’Culloch’s inaugural lecture as pro- 
fessor of political economy, University of London, reported in The [London] Morning 
Chronicle, Jan., 1829. Alfred Marshall, “Economic Chivalry,” quoted in D. H. MacGregor, 
Economic Thought and Policy (London, 1949), p. 69. 

- Ricardo, op. cit. Three years earlier he proposed a temporary duty to the House of 
Commons. The Works and Correspondence of David Ricardo, ed. Sraffa and Dobb (Cam- 
bridge, 1951), V, 34. 

. E. Cairnes, “Political Economy and Laissez Faire,” Essays in Political Economy. 
Theoretical and Applied (London, 1873), pp. 248-49. Smith, op. cit, Book iv, Chap. vi. 
Mill, op. cit., “Preliminary Remarks.” Michael St, John Packe, The ‘Life of John Stuart 
Mill (Now 7 York, 1954), p. 310. Grampp, The Manchester School of Economics, p. 35. R. 


Koebner, “Adam Smith and the Industrial Revolution,” Econ. Hist. Rev., Second Series, 
XI (1989), 3, p. 382, 
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plored the regulation of trade in a way that has made many believe he 
was arguing against his age. If he was, he must have had the Eliza- 
bethan Statute of Apprentices in mind. When enacted it provided for 
extensive regulation, but after 1660 it was administered in a way that 
weakened both the principle and the practice of regulation; and by 
1700 the courts refused to enforce it. It was not repealed until 1814. 
Its history illustrates the distinction between enactment, administra- 
tion, and enforcement.® 

The writing that is best remembered consists of declarations made 
in favor of grand principles and made in a way that could imply (but 
does not) that they were meant for all people, all places, and all times, 
like the army of unalterable law before which Lucifer sank. The fa- 
mous example is the invisible hand. Actually, Smith used the words in 
a passage that is ambiguous. It argues that businessmen do not have to 
be forced to keep their capital at home but will do so voluntarily, 
“upon equal or nearly equal profits,” because it is more secure at home 
than abroad. Does this mean the invisible hand will reduce foreign 
trade? Or that it will send capital abroad when the return is substan- 
tially higher there? Or simply that capital will go where the return, ad- 
justed for uncertainty, is highest? The last is an informative state- 
ment, but need not imply faith in a natural order. 


OI 
These, then, are samples of the kinds of things economists have 


- written about policy, Despite its shortcomings, the writing does tell us 


some of the things we want to know. It is almost the only source of in- 
formation about the positive aspects of policy and also tells us enough 
about the normative side to make a careful reading worthwhile. We 
should not take a statement of principle—no matter how doctrinaire, 
how forcefully expressed, how often repeated—as a summary state- 
ment of an economist’s views. Mill said “every departure from [laissez 
faire], unless required by some great good, is a certain evil.” But 
he found many great goods. Still, we may not infer an entire policy 
from the exceptions, as some commentators have done.** What an 
economist has written about a particular measure probably is best un- 
derstood to apply only to that measure. When M’Culloch opposed gov- 
ernment construction of the Caledonian canal he probably was not op- 


*Two authorities have believed Smith was arguing against the practice of regulation in 
his day. J. M. Clark, “Adam Smith and the Currents of History,” in Adam Smith, 1776- 
1926 (Chicago, 1928), p. 66; and Jacob Viner, “Adam Smith and Laissez Faire,” ibid., 
p. 154. That there was not much regulation is stated by Conyers Read, “Mercantilism,” 
in The Constitution Reconsidered, ed. Read (New York, 1938), p. 72; by R. H. Tawney in 


the introduction to his edition of A Discourse Upon Usury by Thomas Wilson (London, . 


1925), pp. 12-13; Donald O. Wagner, “Coke and the Rise of Economic Liberalism,” Econ. 
Hist. Rev., VI (1935-36), pp. 36-37, 44; and E. Lipson, The Age of Mercantilism, Vol. I 
of The Economic History of England (6th ed.; London, 1956), cxxxv-vi. 
aoe op. cit., Book iv, Chap. 
C.J. Ratzlaff does in The Theory of Free Competition (Philadelphia, 1936) pp. 63-74. 
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posing public works in general. When the Ricardians opposed a partic- 
ular corn law, they were not declaring themselves for free trade in 
corn. The report an economist has made about the mistaken policies of 
other people is usually an accurate reflection, in the sense of a mirror 
image, of his own views. The report itself may be completely inaccu- 
rate. When Cairnes denounced the Victorians for believing in laissez 
faire, we may infer that he did not believe in it but not that they did. 

What the economists have written needs to be supplemented by | 
other information. The work of economic historians is especially help- 
ful. It has reported what measures were adopted and some that were 
urged, the problems they were meant to solve, and their effectiveness. 
It has called our attention to the difference between enactment, admin- 
istration, and enforcement and warned us to take precautions in using 
information. Simple as they are, we still need to be warned of them. 
The historians I have found most helpful are those who attend more to 
events than to their meaning, more to particular facts than to explain- 
ing them, those who are more like Lipson and less like Heckscher. 
That is because I have found their interpretations are not always relia- 
ble. The failing is noticeable when the historians have related meas- 
ures, such as child labor laws, to what they took to be the policy of the 
economists of the time, such as the supposed laissez faire of the Vic- 
torians. Even Lipson said the factory laws were a repudiation of classi- 
cal economics. 

In order to understand the history of policy, I am suggesting that we 
read the economists prudently, that we consult all they have written ` 
including their letters and other personal papers, that we notice what 
their contemporaries said about them, and that this information be 
verified and enlarged by a prudent reading of economic history. At 
times we will want to go farther—to political philosophy, general his- 
tory, literature, and, if we are studying a particular measure, to the 
primary sources like government documents and newspapers. 

The way this information is put together is important. We should 
try to discover the intention of the writer and keep it before us. That 
is like framing a hypothesis about him, although I do not care to use 
the word for such an imprecise activity. With an assumption about 
him, we proceed to sort out our information. If the assumption fits the 
bits and pieces together, makes them sensible, and directs us to addi- 
tional information which when found also fits together—if all of this 
happens, the assumption probably is correct. But if it does not accom- 
modate the information, or makes us interpret it in an eccentric way, 
or makes the ideas of the writer appear disjointed or inconsistent, then 
the assumption probably is wrong and should be put aside for another. 
Of course, the writer may in fact have been inconsistent, forgetful, or 
careless. But that assumption is best used when all others fail. 
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There is nothing in these suggestions that is singular, and I feel 
about them as Lewis Namier felt about a topic in history—that there 
would be little to say about it if so much that was wrong had not al- 
ready been said. If we were to reexamine economic policy in some such 
way as I am suggesting, our view of it would be changed. 

We would change our view of some major topics: for example, the 
ideas and practices of mercantilism, the place of the market in the doc- 
trine of Hume, Smith, and the eighteenth-century classicists, the for- 
eign trade policy of the Ricardians, the ideas and the motives of the 
Manchester School, and the theory and practice of policy in nine- 
teenth-century Britain. I name these because they are topics with 
which I am familiar. 

We would be more helpful to others who want to understand policy; 
e.g., historians, political scientists, sociologists. They now present to 
their readers the ancient, the revered, and, usually, the mistaken con- 
ceptions. One of the respected books of our day is McNeill’s Rise of 
the West, and it states Smith believed self-interest automatically max- 
imized welfare. Norbert Wiener’s Cybernetics is a seminal book of our 
time and it derides the “simple-minded theory” that self-seeking in a 
free market works for the good of all and that “free competition is it- 
self a homeostatic [self-regulating] process.” One of the most 
influential books about liberalism is Dicey’s Law and Public Opinion, 
and it is terribly confused about Bentham, the classicists, the Man- 
chester School, and laissez faire. Henry Adams called John Stuart Mill 
“his Satanic free-trade majesty” for opposing protection which in prin- 
ciple Mill did not do.” 

If we knew we were the prisoners of these misconceptions, we would 
change our view of the present also. Welfare economics, for example, 
has pointed to a number of departures from optimality in a perfect 
market, but despite what is so often said they do not necessarily dis- 
credit classical policy but may some of them be a rediscovery, in rig- 
orous form, of what a classicist observed.” 

Our misconceptions about policy are not to be explained by a lack of 
information. There has been a sensible article on laissez faire in 
Palgrave’s Dictionary of Political Economy for fifty years. Forty 
years ago Jacob Viner explained the reservations Smith had about the 
idea of a natural order. Lionel Robbins, about ten years ago, lectured 
on the ideas of policy in classical economics.** The information is 


“William H. McNeill, Rise of the West (Chicago, 1963), p. 687. Norbert Wiener, 
Cybernetics (New York, 1948), p. 185. A. V. Dicey, Lectures on the Relation between 
Lew ond Public Opinion in England during the Nineteenth Century (London, 1940), 
Lecture VI. Henry Adams, The Education of Henry Adams (New York, 1931), p. 72. 

* Baumol, however, is aware of the historical antecedents. Of. cit., p. 143. 

* Viner, op. cit. Lionel Robbins, The Theory of Economic Policy-in English Classical 
Political Economy (London, 1953). 
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available in some of the texts on the history of economic thought, to 
say nothing of the original writing. The mystery is why it is not used. 
Perhaps there is a will to believe—a myth in the Bergsonian sense. If 
Adam Smith really did not believe in a natural order, he should have. 
The mercantilists should have believed that money was wealth, Cob- 
den should have believed in universal free enterprise, the Ricardians 
should have had no reservations about free trade, the nineteenth cen- 
tury should have been the golden age of laissez faire. But none of this 
is true, really. As Bozzle said, facts is facts, and facts get known. 

Once aware of the Bergsonian myths, we would notice the ironies 
that are in policy debates today. Consider a proposal to fix a specific 
price. Those who today call themselves classic liberals probably would 
oppose the measure, and their opponents would say the twentieth cen- 
tury must not be governed by the ideology of the eighteenth. Now 
what the classicists believed about price fixing in principle is 
clear—they were against it. But they made exceptions and were not 
explicit about what should govern them. If the classicists could be con- 
sulted, they might favor price fixing in a particular instance. So that 
today what is advocated as classic liberalism may be anticlassical 
while what is opposed to it may actually be classical. 

How much of today’s debate is confused by historical misconcep- 
tions I do not know. The appeals to precedent may be only ritualistic. 
But if they are going to be made at all, let us be accurate about them. 
As everyone knows, a debate over policy can be improved by someone 
interjecting, “Let’s get the theory straight!” Why not get the history 
straight, too? 

In getting it straight we would uncover some curious information 
about the temperament economists have displayed toward policy. They 
have not had as much interest in it as in positive economics, and the 
interest they have had has been about particular problems more than 
about systems or theory. They have, moreover, been inclined to wait 
for problems to present themselves instead of anticipating them. Smith 
wrote about rent, but it did not become important until the Napoleonic 
Wars intensified the redistribution of income in favor of landlords. 
Malthus may have detected something in 1803," but the idea of dim- 
minishing returns did not appear until 1815, the year of Waterloo. Or 
consider more specific problems: poor relief, factory labor, utility 
rates, the gold stock. The economists usually did not notice them until 
the problems became fairly serious and some they did not notice at all. 
Or consider that the first comprehensive statement of classical policy 
was made in 1848, which was about forty years after the British gov- 


=T, R. Malthus, An Essay on the Principles of Population (2nd ed.; London, 1803), 
p. 7. 
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ernment had begun to intervene in the economy in a modern way. The 
relationship is even more vivid in this century. The depression of the 
1930’s brought macroeconomics and policies for full employment. The 
postwar inflation elicited extensive work on price stability. The growth 
of trade-unions in the 1930’s brought labor economics. The decline of 
colonial power since 1945 has been accompanied by the economics of 
development. The anxiety about the Soviet Union has created the field 
of Soviet studies. What next? The Communist countries now have a ~ 
lively interest in the price mechanism, as “a homeostatic process” in- 
deed. Will we return to it one of these days? 

The response to problems usually has been skeptical, especially the 
problems of the poor. We do not care to be called “the dismal sci- 
entists”; I much prefer Balfour’s description of economics as “the 
chilling skepticism.” But its outlook usually has been pessimistic. Mal- 
thus was wrong about the capacity for population growth in the West. 
Ricardo believed that if the state provided homes where poor children 
were treated with “humanity and tenderness, there then would be no 
check to that increase which is so apt to take place among the labour- 
ing classes.’* Smith was wrong in thinking the public never would 
accept free trade in corn. He and others told the workers their unions 
would either be ineffective or harmful. Senior and his colleagues were 
grossly wrong about poor relief, and not all of their mistakes may have 
been honest. The hand loom weavers were turned away by a House 
of Commons that, as Cobden said sarcastically, had been reading polit- 
ical economy." He might have added the House at about the same 
time helped insolvent textile firms by guaranteeing loans on their in- 
ventories. 

I do not mean the classical economists believed the world could not 
be improved or that they were callous about the common people. Most 
in fact had humane and generous feelings. But they were too skeptical. 
At times they acted as if they meant to prove they really were the apolo- 
gists for the bourgeoisie. Knowing this helps us to understand the 
attitude of others toward us. “To hell with economics—let’s build a 
better world,” it was said recently. I am disgusted by such ignorance 
and alarmed. But I am not surprised. We have not made it altogether 
clear to the world what we think about its prospects, and what we have 
said has not always been accurate, That is shown by the place of eco- 
nomics in the history of policy. 

* Speech before the House of Commons, March 25, 1819, Parliamentary Debates, Vol. 
wha Bat, “The Poor Law Report Reexamined,” J. of Econ. Hist, XXIV (1963), 

j R 243. 


Richard Cobden, Speeches on Questions of Public Policy, ed. John Bright and J. E. T. 
Rogers (London, 1870), I, 23. 











THE RELATION OF THE HISTORY OF 
ECONOMIC THOUGHT TO ECONOMIC HISTORY 


By Frank W. FETTER 
Northwestern University 


This topic involves one of the hardiest perennials in the whole field 
of the social sciences: the importance of the impact of ideas upon 
events, as compared with the impact of events upon ideas. It is a sub- 
ject to which there is no answer of the neat, clean-cut type that the 
mathematician and the natural scientist find in their own fields, and 
that they sometimes think those who deal with human behavior should 
also find in their fields. Great names have been associated with both 
approaches. Lionel Robbins, at the beginning of his lecture, “On the 
Relations between Politics and Economics,” first quotes Cournot on 
the limitations of ideas in changing events; and then from the closing 
paragraph of Keynes’s General Theory on the causal importance of 
ideas: “Madmen in authority, who hear voices in the air, are distilling 
theit frenzy from some academic scribbler of a few years back.” 

The function of the economist approaching this topic is not primari- 
ly to tell his audience on which side of the argument they should line 
up, but in the spirit of the recent election, to suggest to party regulars 
and to independents the circumstances under which ticket splitting 
may be in order. An economist’s conception of the relation of the histo- 
ry of economic thought to economic history is of necessity influenced 
by his judgment about the important forces in economic thought. The 
more closely one associates economic thought with technical analysis 
whose validity is timeless, and largely independent of the behavior of 
individuals, the greater is one likely to consider the effect of economic 
thought on history, and the less the effect of history on thought. The 
effect of economic history upon the theoretical conclusions reached by 
practitioners of geometry, differential calculus, and matrix algebra, or 
even by nonmathematicians who deal solely in propositions of logic 
that, at least ostensibly, are divorced from human behavior and politi- 
cal and social institutions, is at best limited. Of course particular prob- 
lems, whether of interpreting history or of trying to chart the course of 
history, may stimulate analysis of this type. But once such theory is 
developed, those who have developed it are likely to consider it good 
for all time. This is economic thought in the tradition of Walras. But 
when economic thought, instead of being timeless, attempts to explain 
economic relations in a setting of human institutions, motivations, or 
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prejudices, that thought reflects its historical setting. The question 
whether such thought has relevance to other ages or to other countries 
then becomes a question to whose solution mathematics has relatively 
little to offer but to which sociology, psychology, history, and political 
science may make a rich contribution. This is economic thought in the 
tradition of Adam Smith. 

These different approaches to economic thought almost inevitably 
affect the evaluation by the economist of today of the greatness of an 
economist of an earlier age. This situation appears to explain why to 
Schumpeter, Walras ranks so high; why Adam Smith barely gets a 
passing mark in Schumpeter’s grade book. If one considers Walrasian 
analysis the prototype of economic thought, a close relation between 
such thought and economic history is likely to be tenuous. I doubt that 
different conclusions by Cournot, Gossen, or Walras would have al- 
tered appreciably the outcome of the controversy over international 
bimetallism or the Irish land question, hastened or prevented accep- 
tance of the Bagehot principle, or made the countries of the Western 
world decide differently on public versus private ownership of rail- 
roads. On the other hand, different technical analysis might well have 
affected the course of economic history where decisions by administra- 
tive officials were important: say tax legislation, monopoly policy, rail- 
road rates, or the relation between a central bank’s open market opera- 
tions and its discount rate. 

If we take a more relativist view of the history of economic thought, 
then to understand the dominant economic thought of a period—to in- 
terpret the significance of Adam Smith, Ricardo, Friedrich List, 
Keynes—we have to set that thought in the economic history of the 
time. I find it hard to place the birth of Ricardian and Malthusian 
analysis in the United States of the 1830’s; or to envisage the rise of 
Keynesian economics in the United States between 1896 and 1919, or 
in Germany in the years of hyperinflation. 

It is a common practice of those whose interests run to the history 
of economic thought to talk about “neglected” economists. A notable 
example was Professor Seligman’s two articles in the Economic Jour- 
nal over sixty years ago: “Some Neglected British Economists.” It is 
equally a practice for those who have little taste for the study of the 
past to suggest that it would have been just as well had they remained 
“neglected.” I shall bypass this issue with the comment that neglected 
economists are of two main types. There were those who produced 
original analysis that influenced the thought and controversy of their 
day, but who have been largely forgotten. Some were important in that 
they provided the ideas that others developed; some were important in 
that they were leaders in a controversy. which with the passing of time 
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came to be associated with a single man. In this sense Francis Horner, 
John Wheatley, and to a lesser degree Robert Torrens and Henry 
Thornton are “neglected economists” of the era of Ricardo and Mal- 
thus. Their contemporaries did not neglect them—they were stout fel- 
lows in the intellectual debates of that time, but the luster of the 
names of Ricardo and Malthus led later generations to neglect them. 
In the same spirit economists of today, who are packing the larger 
meeting rooms of this Association, and whose ideas are the center of 
controversy in graduate courses from Cambridge to Palo Alto, may be 
neglected by the economists of 2100. 

There is another type of “neglected” economist: the man whose 
ideas, no matter how original and brilliant judged by the standards of 
today, had little if any impact on the thought of his own day. Not time 
but his contemporaries neglected him. Cournot and Gossen had little 
influence in their own day. The most extreme case of such neglect 
would be where no one but the man himself saw his writings, but a 
century later, when the manuscript came to light in a dust-covered 
trunk in an old attic, it was found to have anticipated many of the 
theoretical discoveries of the last two decades. In the field of genetics 
the story of Mendel’s work, for all practical purposes unknown for 
thirty years, approximates this model of “neglect.” 

The student of economic thought should be wary, criticizing the 
analysis of an earlier generation, lest he simply indicate his own lack 
of familiarity with the course of economic history. I have in mind two 
specific and related situations: the discussion of Say’s Law by econo- 
mists of the last thirty-five years; and the picture that Keynes gave in 
an oft-quoted passage in the General Theory of the obtuseness of econ- 
omists to the problems of unemployment in the century between Mal- 
thus and Keynes: “The great puzzle of Effective Demand with which 
Malthus had wrestled vanished from economic literature. . . . The 
completeness of the Ricardian victory is something of a curiosity and a 
mystery” (p. 32). 

I am not here to defend Say’s Law, but I would suggest that much 
current discussion of Say’s Law misses the point that its principal sup- 
port came from men who, by the standards of today, were forward- 
looking on social welfare and political democracy. Except for a short 
period after the Napoleonic Wars, unemployment was not, in the eyes 
of people who were to the left of center by the standards of the times, 
the great economic problem of the nineteenth century. Certainly there 
was unemployment, and at times it was serious. But the rising in- 
dustrialism, the growth of financial institutions, and the economic and 
political privileges of the existing order during most of the century 
presented problems that seemed more important. 
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Against the background of the economic history of England from 
the early 1820’s until 1914—and particularly until the 1880’s—I find 
no such curiosity or mystery as Keynes felt that he had found for the 
virtual disappearance of the theory of effective demand from English 
economics. But it would have been a curiosity and a mystery had Eng- 
lish economists, no matter how welfare-minded or how brilliant their 
intellectual equipment, given much thought to problems of aggregate 
demand and full employment when so many other problems had a 
higher priority on the agenda of challenging ideas and of social and 
economic betterment: adequate wages when employed, repeal of corn 
laws, regulating working conditions of women and children, abolition 
of tithes, controlling the abuses of banking, increasing educational op- 
portunities, abolishing the sinecures of a government of the aristocra- 
cy, widening the political franchise. I find it hard to believe that the 
English handloom weaver barely able to survive on the earnings of a 
twelve-hour day, the English woman on hands and knees toiling in the 
mines, the child chimney sweep, or the domestic servant on a seven- 
day week, felt that the major shortcoming of economists was their fail- 
ure to grapple with the problem of unemployment. In the early weeks 
of the beginning course in economics we tell our students that econom- 
ics deals with the choices involved in making effective use of scarce re- 
sources, and that human time and energy are scarce resources. To have 
expected economists between 1820 and 1914 to have given a high 
priority to full employment is to deny our own teachings and to miss 
entirely the economic and political setting of the times. 

In the same vein, the development of banking theory in the United 
States for some fifteen years before 1913 reflected concern with the 
need for short-run flexibility in the monetary supply, and particularly 
in currency, to take care of seasonal movements and panics. In the 
light of the banking problems that the country had faced and the 
banking practices of the time, the idea of tying Federal Reserve ad- 
vances to short dated paper was not as foolish as it appears when we 
see what such a commercial loan theory of the proper quantity of 
money did to inhibit the Federal Reserve System from dealing more 
effectively with the tragic years from 1929 to 1933. 

My remarks so far have stressed the impact of history upon 
thought, and the need to interpret the economic thought of the past in 
the light both of the problems of the time and of the institutional set- 
ting in which economic life was carried on. But once an economic theo- 
ry is developed, it has a tendency to take on a universality of time and 
place as its originators and intellectual custodians acquire a vested in- 
terest in it. A theory that seems to have been good for one generation 
in Great Britain has an entrenched position in the next generation, as 
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against newer and more appropriate theory. The same may be true of 
transfer in space, as when the French economist, J. B. Courcelle Sen- 
uiel, came to Chile as economic adviser in the 1850’s and gave Chilean 
economic theory for several decades a laissez faire tone that exceeded 
that prevailing in England and the Continent. However, in the present 
era of almost pathological nationalism and anticolonialism in many 
smaller countries the reverse may be true: a theory developed in a 
‘more industrialized country of higher incomes, no matter how relevant 
it may be to other situations, is likely to face conditioned opposition on 
the ground that, at best, it does not apply to local conditions; at worst, 
that it is an imperialistic snare. There is no neat formula to give the 
right judgment in such cases, but those who are trying to record and 
evaluate the economic thought of the past and those who are trying to 
record and interpret economic history must be alert to the possibility 
that the causal sequence may be in either or in both directions. 

Closely allied to the impact of economic thought upon economic his- 
tory is a different concept: the use that the economic historian of 
today should make of economic theory—old or new—in interpreting 
the past. There are two aspects of this problem. The first is to explain 
legislation or other decisions of economic importance: the English 
Bank Act of 1844, the Federal Reserve Act, the Hawley-Smoot Tariff, 
or the Employment Act of 1946. To do this it is important to grasp the 
economic thought of the time insofar as it was a causal influence on 
policy. In the case of the Bank Act of 1844 the body of doctrine, com- 
monly known as the currency principle, was the result partly of eco- 
nomic developments from 1825 on: bank runs by noteholders and the 
feeling that it was particularly important to put the Bank of England 
in a position to withstand such runs; and partly of the rising tide of 
free-trade philosophy that made an increasing proportion of the articu- 
late public feel that, on general grounds, the less discretion the Bank 
of England had, the better. And I would suggest that an important rea- 
son, rarely mentioned by historians, economic or political, for the refus- 
al of Parliament to repeal the Bank Act after the crisis of 1847 was 
the failure in that crisis of the Governor of the Bank of England and 
two other directors of the Bank. Regardless of the weakness of the theo- 
ry of the Bank Act, a move to restore greater discretion over monetary 
and banking affairs to a group whose own members had not been able 
to manage their own finances faced a heavy emotional handicap. To 
shift to the American scene a century later: we cannot explain the 
wording of the Employment Act of 1946, that if read literally was a 
mandate for inflation, no matter how great, if that inflation would re- 
duce unemployment by one person, except as against the background 
of a body of theory, born of the Great Depression, that proclaimed that 
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with the coming of peace massive unemployment was just around the 
corner. 

Those economic historians who in the language of the trade are now 
known as “new economic historians” are likely to make clear that eco- 
nomic history is not a chronicle of legislation, of administrative deci- 
sion, or even of the building of textile factories, railroads, and steel 
mills. Such details, so I sense from listening in on the spokesmen for 
“new economic history,” can be left to the political historians, or to the 
dying race of “old economic historians.” A primary task of the new 
economic history, as I gather it, is to measure and to interpret 
measurements. To do that it is important, not to know what men 
thought about such relations in 1750, 1810, 1876, or 1929, but what 
modern economic analysis tells us about such relations. If David 
Hume conceived of international adjustment primarily in terms of 
price changes brought about by exports and imports of specie, that 
does not mean that income changes, structural changes, or cost-push 
inflation may not be useful, even essential, concepts in explaining bal- 
ance-of-payments adjustment in the age of Hume. 

The views of Hume, Smith, Ricardo, Torrens, Bagehot, Marshall, or 
Keynes may be essential to explaining why policies were adapted that 
affected the course of economic history; but the assumption that their 
theory explains events that followed is a quite different matter. Hume’s 
failure to give weight to income changes; Marshall’s assumption that, 
for all practical purposes, savings would be automatically transmuted 
into investment; and Keynes’s failure to develop a permanent income 
hypothesis or to recognize adequately the role of expenditures on con- 
sumer durables, do not mean that relationships envisaged by these con- 
cepts were not at work, even though nobody at the time knew that 
they were. To draw an analogy from medicine: contemporary medical 
belief that a disastrous epidemic was caused or cured by particular 
conditions may be very important in explaining its history; but if 
today we want to have the full story of that epidemic, it is necessary to 
draw upon ideas unknown to men when the disease was raging. 

All this is tricky business: to know on what points a knowledge of 
history of economic throught is essential in explaining events; on what 
points the relevant economic thought is that of today. But writing his- 
tory of any sort, if well done, is tricky business. The increasing sophis- 
tication of economic theory on the relationship of economic variables 
and the miracles of modern computers have opened new horizons to 
economic historians. But they also create pitfalls in the journey toward 
those horizons. Sharper tools, driven at higher speeds, increase greatly 
the versatility and the output of the worker in wood and metal, but 
they increase the chances that the workman may damage both himself 
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and his material. And so with the economic historian, and the comput- 
ers and new concepts at his command. No matter how brilliant the 
analysis or how extensive or accurate the calculations, the conclusions 
of the economic historian can be misleading if not related to the eco- 
nomic throught of the period of his study. An anecdote told by Adlai 
Stevenson at the recent dedication of Northwestern’s new lake front 
campus is relevant. The enthusiastic young representative of one of 
our larger manufacturers of data processing machines, when asked 
whether the machines were always accurate, replied with conviction: 
“Yes, right or wrong, they. are always accurate.” I like to consider my- 
self a fellow traveler of the new economic historians. But I hope 
that they will not excommunicate—or purge—me for clinging to an- 
cient fallacies if I say that I would rather be right and inaccurate than 
wrong and accurate. Data processing machines draped in the mantle of 
Clio are an aid to thought; but not a substitute for thought, nor for a 
knowledge of the economic thought of earlier generations. 











DISCUSSION 


WiLtiaM R. ALLEN: Some of my best friends take me as a friend only 
in spite of my interest in dead economists. It is better in the eyes of these col- 
leagues to be even a traditionalist in labor or public finance than to have an 
active interest in the evolution of economic theory. They look upon the his- 

- torical literature of our discipline as consisting of quaint and curious volumes 
of better forgotten lore, to ponder which makes them weak and weary. They 
feel, it seems, that the only proper person to be a theory historian—if any is 
proper—is one who is not bright enough to be a theory innovator or theory 
applicator. 

And yet, this denigration of historicism—-which Professor Gordon finds to 
be increasingly common—is not quite universal. Only three years ago the 
elected leader of this Association devoted his presidential address to rumina- 
tions on the history of economic theory and the men who made it—after, to 
be sure, letting us know that he chose the topic only because his audience 
could hardly hope to comprehend the much weightier matters teeming in his 
brain. Other distinguished scholars have contributed greatly to the study of 
the history of theory without apology: one thinks immediately of such as 
Knight, Robbins, Schumpeter, Spengler, Stigler, Viner—all of whom (except 
the distinguished Englishman) have been presidents of the Association. The 
suspicion emerges full grown that a subject so attractive to so many of so 
much competence and achievement can scarcely be all bad. 

But just what is there about it which is good? Professor Gordon has inves- 
tigated the hypothesis that study of the history of theory contributes to 
comprehension (and, we may hope, utilization) of contemporary theory. And 
he concludes that while such historical study is unlikely to do absolute harm 
and may typically do some gross good, the gain probably will be Jess than the 
alternative cost of foregone immediate study of today’s theory. One is re- 
minded of the common schoolboy argument that the study of Latin is not the 
optimal way to learn the uses of English—and I have considerable sympathy 
with both the schoolboy and Professor Gordon. 

Schumpeter, in his History of Economic Analysis, concedes that “there is 
much to be said” for the contention that “current work .. . will preserve 
whatever is still useful of the work of preceding generations.” But on bal- 
ance he rejects the claim. He was, it seems to me, justified in both the conces- 
sion and the final rejection. The basis of his rejection is that, since scientific 

. progress does not come in “straight-line fashion,” the “present state of the 
science” can be “meaningful,” “fully grasped,” and “satisfactorily conveyed” 
only by explicit consideration of its historical conditioning. 

My own ground for eschewing sole reliance on “current work,” or high- 
level textbooks, if you please, is rather different from such esoteric histori- 
cism. Schumpeter himself indicates the more straightforward reason; namely, 
how can we put implicit faith in the textbook writers? Who are to be the au- 
thors of these (momentarily) definitive textbooks? I shall believe that they 
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have been appointed by the Deity only when they appear to me from out of 
the mountain mists carrying their opera writ on tablets of stone. Until then, 
is no one to check up on these seers to make sure that no pearls of any sort 
from the past are lost? Even those in charge of summarizing, improving, and 
teaching the best (and only the best) thought will occasionally find useful the 
contemplation of some things written prior to, say, last Thursday. How far 
‘back are we allowed to go before entering the realm of “history”? Is it really 
never nothing more than sheer antiquarianism—to be both pitied and 
scorned—to read the writings of Keynes himself? And Fisher? And Wicksell? 
And Smith? Can we be justified in feeling sure that the latest exegeses have 
efficiently incorporated all, both suggestive and substantive, that these giants 
offered? Is it a sin (if so, hopefully only venial rather than mortal) for me to 
go to the originals and see for myself? 

And suppose that I consistently find in my trips to the classics that con- 
temporary saviors have succeeded, so far as I can judge, in saving all the 
pearls and nothing but the pearls. Was my own investigation a waste of time? 
One gain from such historical excursions by the “privates” is that they may 
exert a bit of pressure to keep the “generals” honest. Furthermore, if I en- 
joyed the exercise and the experience of communing for a time with deceased 
friends, my living friends—all honorable men and staunch advocates of con- 
sumer sovereignty—are in poor position to fault me. And it may even be 
more than just wholesome fun, adequate though that excuse is. I may learn 
from it; indeed, I may learn more that way than through any alternative use 
of my time and energy. What I learn may not be additional tricks of analysis, 
formal gimmicks, and esoteric procedures—current literature keeps us well 
supplied in those respects—but rather the gain may consist in greater humility 
and in a more adequate orientation in the role of the economic scholar. 

It is my impression that among the more “scientific” members of our 
group, including those most explicitly, deliberately, and avowedly dedicated 
to formal logic and positive analysis, many are strikingly doctrinaire, 
inflexible, and ungenerous to alternative interests, emphases, and techniques. 
I should be foolish to put my entire reliance upon suck to tell me.the “present 
state of the science” and how to advance it. There is no guarantee that the 
study of intellectual history will itself generate a more sympathetic and less 
arrogant mode of professional and personal behavior—good manners must 
come more from the early home than from graduate school—but I suspect 
that interest in such history is highly correlated with more reasonable and gen- 
teel and less supercilious and cynical behavior. 

The potential humanizing and civilizing gains from study of intellectual 
history and the gains in breadth of conception and rejection of simplistic con- . 
ceptions of the universe (however amenable are such conceptions to comput- 
erizing) seem so great that any purely formal, technical gains constitute 
gravy or, to alter the menu, frosting on the cake. But upon occasion and in 

, some areas, the gravy or the frosting can be quite substantial. Perhaps the 
outstanding case is the theory of international trade: for the trade specialist 
not to be well acquainted with Ohlin, Graham, and Marshall is not only un- 
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civilized but is to run a very considerable risk of missing useful materials for 
his own work. 

There are, indeed, issues to continue to explore concerning the best manner 
to teach and study the history of economic theory. There is the matter of rel- 
ative emphasis between history of “thought” and “analysis.” There is also the 
matter of when the study should be undertaken: should it be early in one’s 
academic career as a means to learning theory or later in order to use theory 
to round out appreciation of the history? Or should the more conspicuous 
goal in studying the history of theory be to learn more of economic history 
than to learn more of economic theory? Professors Fetter and Grampp have 
convincingly argued today that the studies of economic history and of the 
history of economic theory are each incomplete without the other. And that, 
alone, is sufficient reason for at least some economists to be literate in our ac- 
cumulated literature. 


Warren J. SAMUELS: Professor Grampp’s paper nicely surveys the prob- 
lems of assessing the influence of ideas on the development of policy. It is a 
suggestive contribution to research technique in the history of thought as well 
as the companion field of policy analysis. 

I think it particularly important to emphasize Grampp’s differentiation be- 
tween “the kinds of things economists have written about policy.” Differences 
of this kind in the meaningfulness of statements are of great practical concern 
in evaluating these statements as evidence in the process of interpretation. 
The misconceptions of which Grampp later writes are at least in part a product 
of earlier failures to discriminate and interpret correctly. But the drawing of 
distinctions is a help and not a solution to the basic problem of interpreta- 
tion. Thus while it is important to recognize that neither a forceful doctri- 
naire statement of principles nor a list of exceptions should be taken as “an 
entire policy,” the correctness of such or any particular discrimination or in- 
terpretation, and the misconception of some other, is often precisely the issue 
in question. The historian of thought will still have to exercise judgment, but 
this discretion should be used carefully—and it is in this respect that Grampp’s 
differentiation is important. 

It should also be pointed out that while economists have hardly if ever 
presented a systematic theory of economic policy, still it is true that formal 
economic analysis, considered as an approach to policy, has been the main 
contribution of the profession. The significance of this is apparent in Frank 
Knight’s policy schema, but is not limited thereto. 

Grampp also seems to suggest—and correctly so in my opinion—that the 
classical economists were much more sophisticated than the caricature and 
mythology that has passed for their theory of policy has implied or allowed, 
Viner and Robbins notwithstanding. I have reference here to the usual over- 
simplified interpretation of harmony of interests and laissez faire, which may 
be good ideology but is poor analysis. I completely concur in his skepticism 
about advocacy which derives false luster from classical liberalism, though I 
know that what people believe is scarcely less important than what would be 
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accurate for people to believe. Certainly the cosmology of Western economic 
policy is greatly indebted to the classical economists however misinterpreted 
are much of the specifics. 

But as important and suggestive as the basic thrust of his paper is, I would 
go beyond what Professor Grampp has undertaken. The contribution of the 
history of economic thought to the history of economic policy can involve 
more than analysis of the place of economic thought in the development of 
economic policy, which is recognizedly important. The relation, it is suggest- 
ed, should be broad enough to include the study that the historian of thought 
can devote to problems of policy analysis, In a manner somewhat parallel to 
the field of comparative economic systems, the history of thought is in part the 
history of policy systems, actual or proposed, each of which is a framework 
within which policy decisions would be made and/or analyzed. The compara- 
tivist and the historian of thought, each using his own particular materials, 
are in splendid positions to identify and develop the fundamentals of a gener- 
al model of economic policy. Similarly the policy analyst can reinterpret and 
illuminate the theory of economic policy as one strand in the history of eco- 
nomic thought, utilizing the insights of such a general model. In the field of 
law and jurisprudence, for example, policy analysis has been facilitated by 
work in comparative law and legal history. 

What I am suggesting is that one major contribution that the history of 
economic thought can make to the history of economic policy, both consid- 
ered as analytic disciplines, is the construction of a general model of economic 
policy or at least the identification of the fundamental issues or problems of 
such a model. My own research, in the areas of policy analysis and the histo- 
ry of thought, have reinforced each other in a way suggestive of the outline of 
such a model. It appears that any theory of economic policy ultimately has to 
do with the structure of the economic decision-making process as a whole; 
i.e., with the distribution of decision-making participation; its central prob- 
lem is how the economy is to be organized and controlled; and it is thus a 
theory of the structure and operation of a particular and/or general total eco- 
nomic decision-making process, including both legal and nonlegal forces of 
control and private participation. It is involved with the problem of order, 
i.e., the continuing resolution of the dual basic social problems of freedom 
and control, and continuity and change, and necessarily comprises elements of 
both a theory of social control and a theory of social change. If this is the 
case, a theory of policy also encompasses a theory of knowledge in relation to 
social policy, in which I would specifically include a theory of both the deter- 
mination and role of knowledge in respect to social policy and consideration 
of both the deliberative and nondeliberative forces. 

The classical economists, for example, did come to grips with the funda- 
mentals of economic policy as identified above. Their sophistication on these 
matters is a basis on which the historian of thought and policy analyst can 
explore the fundamentals of a general model of economic policy. My own re- 
search, part of which on the classical theory of nonlegal social control appears 
in the Southern Economic Journal for July and October, 1964, confirms these 
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speculations. Important contributions have already been made by Professor 
Grampp, Joseph Spengler, Lord Robbins, Karl de Schweinitz, O. H. Taylor, 
Nathan Rosenberg, and others who have contributed to the more sophisticated 
treatment of the history of economic thought in this matter and in others. If 
we were to reexamine the history of thought on economic policy along the 
lines that Professor Grampp and I have suggested, although we direct our at- 
tention to different problems, our view on many things would surely be 
changed. 

One of the central strands in the history of economic thought is the theory 
of economic policy. Certainly one viable contribution that the historian of 
thought can make is the delineation of its fundamentals and through this the 
reinterpretation and more complete understanding of historic policy systems 
such as the classical theory of economic policy in terms of these fundamentals. 
Through such efforts the historian of thought would be not only a more so- 
phisticated chronicler of the past but also an important participant in the for- 
mulation of policy analysis itself. 


Warren C. Scovirie: For the first time in my professional life I have 
been asked to discuss a paper with which I am in complete agreement. At- 
tempting to fulfill the discussant’s oath of hypercriticism, I have read Pro- 
fessor Fetter’s paper at least ten times in the hope of finding some idea, some 
sentence, or even some phrase with which I might take exception or which I 
might wish to recast in a slightly different form; but I must confess that this 
search has been fruitless. At each of his major points I found myself secretly 
wishing that it had been I who had phrased the idea so felicitously. It is my 
hope that you will not consider the few general remarks I shall now make 
about the history of economic doctrines and economic history a superfluous 
commentary or appendage to his brief but excellent paper. 

I have never been able to comprehend economic determinists—those who 
have espoused theories of determinism as the only true and relevant theories 
which help man understand and interpret history correctly. From Marx to 
those of the present day, economic determinists appear to be the most avid 
social and economic reformers and are frequently most intolerant whenever 
others exhibit some skepticism or reluctance to accept their views. I have 
never been able to understand how a determinist—no matter how anxious he 
may be to cast history or economics into an impersonally “scientific” 
mold—can purposefully attempt to reform what he believes to be inevitably 
determined nor how he can reach the conclusion either from observing behav- 
ior patterns in others or from introspective contemplation that man is a 
completely deterministic being. That such a conclusion can have any real 
meaning or that a believer in this doctrine can at the same time be a social 
reformer baffles me. It appears self-evident that it is only because man is not 
completely determined by his physiological-biological traits and by his exter- 
nal environment that he can come to know himself, and that he can observe 
common behavior patterns and from these construct useful tools of analysis 
for the social sciences. If man could forecast future economic or social events 
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with absolute certainty, his “forecasts” would have neither meaning nor use- 
fulness. It is only because he is reduced to gauging the future in terms of prob- 
ability rather than certainty that any useful social science exists at all. 

Once we recognize that man has something to do with his own destiny, it 
follows that human thought—and, particularly for our purposes, the evolu- 
tion of economic theory—can influence and has influenced human history and 
especially economic history. We probably will never be able to measure the 
relative importance of ideas as a causal force in history, but what is essential 
in my opinion is that we cease to believe (or better still, that we cease acting 
as though we believe) ideas do not help shape events. On the other hand, ev- 
eryone will agree, I suppose, that economic history has conditioned and 
influenced (but not completely determined) the development of economic 
thought. 

Neither economic thought nor economic history is inherently the indepen- 
dent or the dependent variable; they mutually interact, as do all forces in 
this world. In particular cases and for specific purposes we may be justified in 
treating one as the independent variable and the other as the dependent, in 
much the same way economists use marginal analysis at times to sharpen 
their focus on the causal relationship between what are really mutually inter- 
dependent variables. Since neither economic thought nor economic history as 
a unity can be accurately quantified and meaningfully subjected to computer 
techniques or to less sophisticated statistical analyses, “new” economic his- 
torians and theorists may have little interest in probing whether economic 
thought or economic history has affected the other. The new techniques in 
economic history have already yielded some substantial improvements in our 
understanding of the past, and their fruits in the future will doubtless be even 
more rewarding. I am delighted that the bright young minds in our profession 
are becoming increasingly interested in testing models and hypotheses with 
current and historical data. But I think that it will be unfortunate if we econ- 
omists limit our concern only to problems or to time periods which offer 
quantifiable data, many of which, by the way, may be inaccurate. Some of 
the most vital relationships in economic history and some of the most mean- 
ingful problems today may have to be probed speculatively and may never 
lend themselves to some statistically testable hypothesis or model. Economic 
historians and those interested in the history of ideas, in my opinion, should 
never forget that wisdom and intuitive judgment may often be the only useful 
guides in understanding the esoteric. 

The great majority of economists who have shaped the development of eco- 
nomic inquiry were vitally concerned with the problems of their day: the 
mercantilists with the role of government in the economic life of developing 
states and with the expansion of foreign trade after the voyages of discovery; 
Jean Bodin with the inflation which accompanied the influx of American trea- 
sure into Europe; Boisguillebert and Vauban with agricultural and fiscal re- 
form of France’s ancien régime; John Law with the widespread underemploy- 
ment and stagnation which plagued the French economy at the end of Louis 
XIV’s long reign; and the physiocrats with the freeing of trade and manufac- 
turing from the crippling legacies of the post-Colbertian system and with land 
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and agricultural reforms. To understand Adam Smith’s interest in economic 
liberalism one must know the England and Europe of his day; Ricardo’s em- 
phasis upon distribution reflected the growing conflict of interest between the 
agricultural classes and the expanding new industrial and wage-earning 
classes; and Malthus was deeply impressed by England’s expanding popula- 
tion and the disequilibria which accompanied the occupational and geographic 
shifts in her population which the land enclosures and the rise of in- 
dustrial towns necessitated. The Historical School reflected the rise of the 
German state and its belated industrialization. Much more recently, as Pro- 
fessor Grampp has already suggested, the depression of the 1930’s yielded 
Keynes’s General Theory and stampeded the profession into macroeconom- 
ics, full employment policies, and controversies as to whether the rate of in- 
terest could approach and remain at zero. “Stagnation economics” then sud- 
denly shifted to “wartime,” “inflation,” and “catastrophe” economics, with 
renewed interest in comprehensive planning, price control, and theories of 
economic growth. Perhaps we shall soon give special attention to “poverty” 
economics. Surely these widespread shifts in interest, which at times come 
perilously close to being faddist, will be incomprehensible to economists in 
A.D. 2100 if the trends are not studied against the backdrop of what will 
then be the economic history of the mid-twentieth century. 

The effect economic doctrine has had upon economic history is much more 
elusive than the effect history has had upon economic thought. The impact of 
Adam Smith’s ideas upon the economy and government policy in England 
was delayed by more than a half century; and the free-trade economists in 
this country ‘since the first World War have not been the ones who have 
played a major role in formulating our foreign trade policies. On the other 
hand, few will deny that Keynesian economics has had considerable impact 
upon government policy and upon economic development since the 1930’s or 
that John Law had a similar but briefer influence upon France’s recovery after 
1717. Both British and American economists during the nineteenth and twen- 
tieth centuries have participated in formulating government policies, in draft- 
ing legislation, and in some cases helping to administer the law. Perhaps only 
determinists will deny that we and our predecessors have had some effect 
upon economic development, but whether the effect has been altogether salu- 
tory is much too controversial an issue to raise at this time. 


THE EVOLVING INTERNATIONAL 
MONETARY MECHANISM 


THE REPORT OF THE GROUP OF TEN 


By J. Dewry DAANE 
Board of Governors of the Federal Reserve System 


The general topic for this panel, “The Evolving International Mone- 
tary Mechanism,” itself suggests what is to me the essential achieve- 
ment of the Report of the Group of Ten. For the report represents a 
further contribution to the orderly evolution of the international mone- 
tary mechanism rather than to a revolutionary and drastic break with 
the past. It constitutes both an approving look backward by financial 
officials at how the system has evolved and a questing look forward at 
how it can and may evolve in the future—stressing both new and old 
elements which may serve to give form and substance to an appropri- 
ately evolving mechanism. Not the least of those elements is the 
growth of international financial cooperation and the mutual accep- 
tance of responsibility for the shaping of the system. 

With this particular audience, I do not need to review in detail the 
Report of the Group of Ten (Ministers Statement and Deputies 
Annex) issued last August. Briefly, the most significant conclusions 
and recommendadtions of the report are: 

First, a conclusion that the present system as it has evolved until 
now has shown impressive flexibility and adaptability, with a 
reaffirmation of faith in the proven value of its underpinnings in terms 
of fixed exchange rates and the present established price of gold. 

Second, a judgment that international liquidity defined as the entire 
spectrum of resources available for financing payments imbalances, 
and taking into account a recommended and prospective increase in 
IMF quotas, is fully adequate for the present and near-term future. 

Third, to ensure this, a call for a moderate general overall increase 
in IMF quotas, plus selective increases for those countries whose quo- 
tas are clearly out of line—thus adding considerably to the credit facil- 
ities segment of the liquidity spectrum. 

Fourth, to further strengthen international cooperation, formalizing 
some of the more recent innovations and techniques, through the proc- 
ess of “multilateral surveillance of bilateral financing and liquidity 
creation.” 

Fifth, to make a new study with a view toward improving the ad- 
justment process, so importantly determinative of liquidity needs. 

150 
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Sixth, and finally, to undertake a study of the possible need for ad- 
ditional owned reserves and of the various ways in which that need 
might be met. 

In this panel’s limited time and space for the Report of the Group of 
Ten, I can only touch upon some of the more significant aspects of 
each of these major facets of the report. 


Proven Value of Fixed Exchange Rates 
and Established Gold Price 


First of all, it seems to me that some of the philosophy underlying 
the Group of Ten Report with respect to fixed exchange rates and the 
established price of gold is worth noting. In outlining the frame of ref- 
erence for the study, the Ministers and Governors of the Group of Ten 
had stressed the proven value of fixed exchange rates and the estab- 
lished gold price. The Deputies of the Ten examined the principal rele- 
vant considerations and in their own discussions reiterated the need for 
both. As to the gold price, they concluded that changing it would be a 
crude and arbitrary way of trying to increase liquidity, would run the 
clear risk of reducing liquidity, and would be definitely damaging to 
the present monetary system. 

As to a system of fluctuating exchange rates, the Deputies agreed it 
would be undesirable for a number of reasons. In their view it would 
adversely affect internal monetary stability because of the absence of 
balance-of-payments discipline and the effects on the general price 
level when the exchange rate changes. They also felt that such a sys- 
tem would introduce an additional element of uncertainty (and cost) 
into international trade and investment; in practice, would stimulate 
speculation and disequilibrating capital flows; and would seriously en- 
large the risks inherent in foreign trade. Its broad effect, they agreed, 
would be to restrict rather than to expand international transactions, 
and to encourage national isolation rather than increased economic in- 
tegration internationally. 


Functioning of the Present System and Present 
Adequacy of Liquidity 

Second, as to the functioning of the present system, the G-10 report 
emphasizes that it “has shown a great capacity for adapting itself to 
growth and change, has facilitated the remarkable economic progress 
achieved since the war, and has withstood with success periods of po- 
litical and other strain although many countries are still faced with 
inflationary pressures and others still have unemployed resources.” 
The report points up how the reserve currencies have, in an evolu- 
tionary way, become an important supplement to gold, not as a result 
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of deliberate planning, but through a gradual process reflecting first 
private and subsequently official practices. The report further stresses 
the integral role of growing international cooperation in the function- 
ing of the system, with the International Monetary Fund providing a 
` focal point. Related to this—and one of the more significant products 
of the studies of the Ten—has been the progress on the conceptual 
front concerning international liquidity, with general recognition in the 
report of the broad spectrum of resources available to the monetary 
authorities, ranging from gold and foreign exchange reserves to a wide 
variety of credit facilities. In particular there was special recognition 
of the reserve character of IMF gold tranches and of Roosa-bonds. 

Reflecting this favorable view of the development of the present sys- 
tem and recognizing the increased role of credit facilities, both pres- 
ent and prospective, the Report of the Group of Ten reaffirmed the 
view that the overall liquidity of the system seemed fully adequate for 
the present and immediate future. 


Added Credit Facilities 


Third, and related to the greater recognition of the role of the credit 
facilities component of liquidity and the central position of the IMF, 
the G-10 report called for a moderate general overall increase in Fund 
quotas plus selective increases for those countries whose quotas are 
clearly out of line. Such increases are already in process of implemen- 
tation in the Fund Board as a result of the resolution adopted by the 
Fund’s Governors at their Tokyo meeting. This will reinforce the 
Fund’s resources in usable currencies which have fallen to relatively 
low levels. It will place the Fund in a more adequate position to cope 
with expanded credit needs associated both with the substantial en- 
largement of the world economy that has taken place since the last 
general increase in quotas in 1959 and with the larger needs of a con- 
vertible currency world. Most consistently a 25 percent increase in Fund 
quotas has been mentioned. Together with selective increases, this 
would add some $4 to $5 billion to the resources of the IMF. 


Further Strengthening of International Cooperation 
Another major recommendation in the G-10 report—also in process 
of implementation—was the proposal to continue and enhance interna- 
tional financial cooperation, already the hallmark of the postwar inter: 
national monetary system, through “multilateral surveillance of bi- 
7OfF the $20 billion growth of total world liquidity since the advent of the era of 
currency convertibility at the end of 1958, only about two-fifths took the traditional form 


of gold and foreign exchange, while other similar type assets and credit availability 
accounted for three-fifths. 
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. lateral financing and liquidity creation.” In the first instance, “mul- 
tilateral surveillance” simply means a decision among the T en to 
exchange information more promptly and regularly regarding means of 
financing any surpluses or deficits. But it means more than this against 
the background of the increased financial cooperation that we in the 
United States, along with our European colleagues, have been experi- 
encing and benefiting from during the past several years. Such coop- 
eration reflects the close consultation and mutual appraisal of financial 
policies impinging on international payments flows in Working Party-3 
of OECD, in meetings of the Ministers and Governors of the Group of 
Ten, and in monthly meetings at Basle of the Central Bank Governors. 

The results of this increased financial cooperation are apparent in 
the agreement among the Group of Ten to participate in the “General 
Arrangements to Borrow,” providing a sizable addition to Fund re- 
sources; in the ad koc, Basle type, arrangements in which central 
banks have provided assistance bilaterally; in the network of Federal 
Réserve swaps and stand-by swap arrangements, now totaling over $2 
billion; in the investment of over $1 billion in Roosa-bonds; and, most 
recently and dramatically, in the $3 billion of credit to the PEEN 
Kingdom arranged by eleven countries. 

Multilateral surveillance adds to and strengthens this cooperative 
process; in a sense we have substituted for the sometimes harsh and 
disruptive discipline of the gold standard a process of multilateral re- 
view and cooperative assistance that assures possible further elabora- 
tion and use of the new types of bilateral and other credit facilities 
that have been developed in recent years. The recent United Kingdom 
situation provides a clear illustration of this process in action. In early 
November there was a searching review of the British economic and 
financial situation, both domestic and external, in the Economic Policy 
Committee of the OECD and in Working Party-3. Following this re- 
view, agreement was reached among the Group of Ten looking to an 
activation of the GAB so as to provide supplementary resources to the 
IMF for use in meeting any drawing by the United Kingdom under its 
existing stand-by arrangement with the IMF. Later, when speculation 
against sterling threatened a major crisis, the other countries were 
sufficiently informed to move promptly without the need for further 
formal consultation. 

This most recent action clearly demonstrates, even to the most skep- 
tical, the reality of international financial cooperation and the value of 
ad hoc credit arrangements in supporting the stability of the interna- 
tional financial system. For despite the sting of the British action im- 
posing a 15 percent import surcharge, the principal countries were able 
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within a twenty-four hour period to raise a fund that more than dou- 
bled British external resources in support of the U.K.’s determination 
to defend the pound sterling against a massive speculative attack. 


Adjustment Process 


At an early stage in their studies, the Group of Ten took cognizance 
of the close interrelationship between the need for liquidity and the 
speed and efficiency of the process of adjusting imbalances. It is widely 
recognized and was emphasized in the Group of Ten report, that there 
is a close, two-way connection between the adjustment process and the 
amount of international liquidity needed. The trick, of course, is to in- 
sure that the international financial system can and will provide indi- 
vidual countries with enough liquidity to facilitate an orderly process 
of adjustment, without recourse to undesirable deflationary actions or 
“beggar-my-neighbor” policies, but not so much as to enable countries 
to ignore the need for internal adjustments to restore equilibrium. 

Recognizing these interconnections, the Group of Ten report recom- 
mended that Working Party-3 of OECD undertake a study of the 
process of adjustment involved in correcting imbalances in interna- 
tional payments, with a view to determining appropriate policies for 
avoiding or minimizing such imbalances. Again, this study is already 
underway with WP-3 reviewing its scope and frame of reference. 


Creation of Reserve Assets 


Finally, the group set up, within its own framework, a Study Group 
on the Creation of Reserve Assets. Although there was some difference 
in view as to the extent to which future needs for international liquidi- 
ty could and should be met largely through continuing expansion of 
credit facilities rather than of owned reserves, there was general agree- 
ment that in the longer run some new form of international reserve as- 
sets might possibly be called for. But it was made clear that a long-run 
view is involved, and that the decision to undertake the study implies 
no commitment as to its findings. l 

As the Group of Ten report indicates, discussion among the Depu- 
ties centered around two types of proposals: (1) The establishment of 
a collective reserve unit (known as the CRU) among a limited group 
of countries, presumably the Ten; (2) the acceptance and develop- 
ment of gold tranche or similar claims on the IMF as an international 
reserve asset. 

The CRU proposal would involve creation of this new international 
reserve unit, as a supplement to gold, in amounts to be determined by 
the participating countries. This proposal was probably developed 
from a plan first put forward over a year ago by Dr. Bernstein. In the 
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plan considered by the G-10 Deputies, each country’s share of these 
units would be determined by its gold holdings, relative to the total 
gold holdings of the whole group. Thus a country having 10 percent of 
the total gold would receive 10 percent of the units. Each country 
would agree to hold the new unit in fixed proportion to its gold hold- 
ings—that proportion being equal to the ratio of the total amount of 
the new units to the total gold holdings of the group. The process of 
reestablishing the agreed ratio, say every quarter, by exchanges of 
gold and collective reserve units among the members would assure that 
over, time the composition of each member’s holdings would seldom 
deviate very far or very long from the agreed fixed proportions. By 
unanimous agreement, the group could alter the total amount of units 
outstanding, as a method of altering their total holdings of gold plus 
collective reserve units—or, alternatively, of preventing a change in 
that total, 

Without attempting to anticipate the outcome of the work of the 
Study Group, I would like to explore with you some of the implications 
of this proposal. A major question that naturally arises as one looks at 
this approach is: Would the new unit supplement or supplant holdings 
of reserve currencies in the monetary reserves of the participating 
countries? 

If it is intended to replace reserve currencies, it could be character- 
ized as a proposal for a slightly modified gold standard in which gold- 
cum-units would be used to settle imbalances among the participating 
countries. Such a development would represent a sharp break with the 
evolution of the international monetary system, which has been mov- 
ing away from heavy reliance on gold. There is also a danger that this 
approach would not be sufficiently flexible to provide for reserve in- 
creases at a rate adequate to accommodate the growth of world output 
and trade; for the procedure suggested for creating such units, involv- 
ing individual member country veto, clearly implies a cautious and res- 
trictive approach. 

If, on the other hand, the scheme is intended to supplement reserve 
currencies, serious questions arise as to whether coexistence is in fact 
possible. Would not the basing of the distribution of CRU’s—both at 
the outset and in later augmentations—give member countries an in- 
centive to maximize their acquisitions of gold in preference to foreign 
exchange? And how would the reserve currency status of the dollar be 
affected for countries outside the limited group? In general, what 
would be the impact of such a substantial departure from present pro- 
cedure upon that important segment of total world liquidity consisting 
of reserve currency holdings (at present over a third of total re- 
serves—inclusive of IMF gold tranche positions) ? 
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A second and related question involves the size and character of the 
participating group. For a number of reasons, both political and eco- 
nomic, there are objections to abandoning a truly multilateral frame- 
work for dealing with world liquidity problems and confining such a 
scheme to the ten leading industrial nations. Leaving aside the political 
problems, a number of thorny questions would need to be resolved 
concerning the economic relationships between the in-group and the 
rest of the world. 

The main alternatives to the CRU proposal would work through the 
International Monetary Fund, and would involve the creation of an 
international reserve asset in the form of gold tranche or other claims 
on the Fund. The IMF gold tranche—or, more broadly, that part of 
the quota which is available on a virtually automatic basis—is an im- 
portant example of the evolutionary possibilities that exist in the pres- 
ent international monetary system. For years, people tended to think 
of the gold tranche as fixed in amount without paying much, if any, 
attention to the rising gold tranche positions of countries whose cur- 
rencies were being drawn by other countries. These positions are re- 
serve assets in a very real sense; since 1957 the United States has been 
able, in financing its own balance-of-payments deficit, to utilize rough- 
ly $1.7 billion of its gold tranche. Most of the amount so used originat- 
ed in previous dollar drawings by other countries, not in the U.S. gold 
subscription, And the United States is not the only country to have be- 
come aware in this way of the very tangible value of the gold tranche 
as a reserve asset. ` 

Thus, semiautomatic claims on the IMF may and do originate from 
regular Fund transactions. But they could also be deliberately created. 
Two of the main techniques for doing this would be, first, to allow 
member countries to substitute, in connection with quota increases, 
something other than gold, such as a gold certificate, for the “gold 
tranche” portion of the increase; and, second, to make a larger portion 
of the quotas nearly automatic. Either of these techniques could be ap- 
plied to all member countries across the board or selectively on the 
basis of certain criteria; but even uniform application to all members 
would be selective in effect, because countries that had already drawn 
beyond some point in their quotas would not benefit—at least, not im- 
mediately. 

Either of these techniques would utilize familiar mechanisms of the 
Fund and would not be expected to have marked repercussions on the 
use of reserve currencies or on the composition of reserve holdings. 
‘They would clearly be a supplement to the existing monetary system. 
There are, of course, some problems even in these techniques, but they 
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have the advantage of developing rather naturally from familiar Fund 
policies and mechanisms. 

Another main technique of reserve creation through the Fund would 
be via Fund investment, of one sort or another, in member countries. 
This approach would be a more marked innovation, and would raise 
more complex problems. 

All I wish to suggest at this point is that various means for ex- 
panding reserve creation through the IMF exist and will receive care- 
ful consideration in the Study Group as well as in the Fund itself. If it 
becomes desirable to adopt a new approach to reserve creation, there is 
much to be said for using the already-tested Fund framework and for 
extending that framework, if and when necessary, in the light of expe- 
rience gained. ; 


Concluding Comment 


This brings me full circle in my brief attempt to capture some of the 
flavor and substance of the Report of the Group of Ten. I began by 
emphasizing its contribution to the evolutionary development of our 
international monetary mechanism, and this is indeed the essence of 
the various ingredients in the report. It visualizes a monetary system 
marked by even greater international cooperation, by expanded credit 
facilities largely centered in the International Monetary Fund and 
with bilateral facilities rapidly expansible in case of urgent need, by an 
improved adjustment process, and finally, if needed, by the provision 
of additional owned reserve assets—most appropriately, in my judg- 
ment, within the already tested Fund framework—as part and parcel 
of the full spectrum of availabilities that currently constitute interna- 
tional liquidity. 


.THE REPORT OF THE INTERNATIONAL MONETARY FUND 


By Jacques J. POLAK 
International Monetary Fund 


i I 


At its annual meeting in Washington in September, 1963, the Man- 
aging Director of the International Monetary Fund indicated that the 
Fund would, in the coming year, intensify its study of the problem of 
international liquidity. The work done during that year was published, 
in August, 1964, as Chapters 3 and 4 of the Fund’s Annual Report. 
Chapter 3 gives a broad analysis of the general issues of international 
liquidity; Chapter 4 analyses the Fund as a source of liquidity and in- 
dicates the further contributions that the Fund can make towards the 
provision of international liquidity: in the immediate future by an in- 
crease in quotas and, potentially, by a variety of new techniques that 
are briefly sketched at the end of this chapter. These two chapters of 
the Fund’s Annual Report and the liquidity report of the Ten’ are in 
many respects related documents. Not only were they, by design, re- 
leased to the public on the same day, but there had also been close 
links between those who participated in the writing of these two docu- 
ments. There are, to be sure, important differences between the two 
reports. The report of the Ten is a document written by high officials 
of ten governments. The report of the Fund was, in first draft, written 
by the Fund staff for an international organization with a membership 
of 102 countries, and then discussed, amended, and issued by its Board 
of nineteen Executive Directors (in which of course the ten directors 
from the main industrial countries have great weight). But in the long- 
er run, these two attempts by those responsible for international mone- 
tary management will no doubt prove important primarily for what 
they have in common. Both represent important steps towards a fuller 
understanding of the problem of international liquidity and towards 
constructive action with respect to this problem. 

These two reports do not represent the final stage of the intensive 
work on international liquidity; the subject has been carried consid- 
erably further by what happened since their release. The Fund meet- 
ing in Tokyo last September should be noted as a particularly impor- 
tant event in this connection: the public speeches of leading Governors 

2Int. Monetary Fund, “1964 Annual Report” (Washington, D.C., 1964). 

A aaa Statement of the Group of Ten and Annex, Prepared by Deputies (Paris, 
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gave for the first time a clear indication to the world at large of the po- 
sitions of important countries and thus made it possible for informed ` 
public opinion to participate more closely in the shaping of official atti- 
tudes. 

I would hope that the presentation and discussion of some of the 
main issues before this large group of economists will contribute to- 
wards enlisting the thoughts of many of you to this fascinating subject, 
and I have, therefore, responded with enthusiasm to the invitation to 
participate in this discussion. Studies are going on in the Fund and 
elsewhere; at the same time the practical work of creating and manag- 
ing international liquidity goes forward. The Fund is now engaged in 
sorting out the many problems that arise in connection with an in- 
crease in its quotas of some $4 to $5 billion; we would hope that this 
increase could be decided in a matter of weeks, to go into effect, after 
the necessary parliamentary approval, perhaps by the time of the next 
annual meeting. The Fund has also had occasion earlier this month to 
bring into operation, for the first time, its General Arrangements to 
Borrow. This was done in connection with a one billion dollar transac- 
tion for the United Kingdom. The activation of these General Ar- 
rangements to Borrow had at least two important liquidity implica- 
tions. First, it created a new international asset, in the form of a loan 
claim on the Fund, which eight countries now hold as part of their re- 
serves for a total amount of U.S. $405 million. Similar in most liquidi- 
ty respects to the “gold tranche positions” in the Fund (of which over 
seventy countries hold a total of about U.S. $4 billion in their re- 
serves), these new reserve assets may point the way towards further 
means of liquidity creation by the Fund. Second, and perhaps of larger 
immediate importance, the first actual operation of the arrangement 
proved that it could be worked and thus raised by a number of notches 
the liquidity value of this U.S. $6 billion arrangement. The size and 
the rapidity of the U.S. $3 billion central bank support operation for 
sterling staged just a month ago proved once more the cohesion that 
has been created among the monetary authorities of the industrial 
countries. These recent developments form a valuable setting in which 
to appraise the liquidity work of the last year or so. 


II 


One of the major achievements of the process of international dis- 
cussion that has led up to the two reports mentioned has been the in- 
creased understanding gained. If one compares the content of these re- 
ports or the Tokyo speeches with official utterings on international li- 
quidity of only one or two years ago, one notices a great clarification 
of the issues. 
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One evidence of this is a far more sophisticated terminology. Thus, 
liquidity is clearly seen as a broad spectrum of resources available to 
meet balance-of-payments deficits, ranging from readily available as- 
sets to resources that may be available only after extensive negotia- 
tion. Within this spectrum, a distinction is now generally made be- 
tween, on the one hand, liquidity in the form of reserves, or “wncondi- 
tional liquidity,” and, on the other hand, that part of international li- 
quidity that consists of countries’ access to credit facilities, the latter 
usually of a “conditional” character. Not only is the distinction made, 
but views are also increasingly cryptallizing as to the relative merits 
and roles of the two types of liquidity. Possession of an adequate 
amount of unconditional liquidity allows countries to engage in policies 
that may entail balance-of-payments difficulties with the knowledge 
that they will be able to meet such difficulties should they material- 
ize—but, of course, with the concomitant risk for the world at large 
that policies may be pursued with too little regard for the possible 
inflationary effects on others. Conditional liquidity is better able to en- 
sure that the international point of view will be brought to bear on the 
action of countries with respect to their balance-of-payments policies; 
but this may entail the risk that countries may needlessly restrain ex- 
pansionary policies for fear of having to submit to the views of inter- 
national agencies or of other countries when they may need balance-of- 
payments assistance. The discussion on this point would appear to have 
produced a certain measure of agreement that there is a need, and, 
with an expanding world economy, a growing need for both types of 
liquidity in some balanced way—which does not necessarily mean that 
the present proportions between the two should be preserved. 

Further along the same line, a consensus appears to have arisen to 
the effect that the level of reserves (as well as their composition and 
distribution) is a matter of importance to the world economy even 
though there remains considerable disagreement or uncertainty as to 
how the need for reserves should be measured and whether the present 
level of reserves is too large or too small. This consensus then leads to 
the next step; namely, a tentative, but probably an irreversible, recog- 
nition that if the “natural forces” on which the world has so far relied 
for its supply of international liquidity do not produce an adequate 
supply of such liquidity in the future, it would be proper and neces- 
sary, in some appropriate way, deliberately to proceed to the man- 
made provision of reserves. It has been accepted for decades that the 
level of the domestic money supply is a matter for decision by the au- 
thorities. A position somewhat approaching to this (I would not want 
to go further) appears now to have developed among international pol- 
icy-makers with respect to the supply of international liquidity. 
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It is important to stress, however, that the emerging willingness to 
act on international liquidity does not imply acceptance of the some- 
what naive (though widely held) view that there is a close parallel be- 
tween international and domestic liquidity. The truth is, as the Fund 
has pointed out for years in its annual report and in public speeches, 
that the theory of domestic money has only a quite limited validity as 
a model for a theory of international liquidity. Domestically the regu- 
lation of the money supply is a means by which central authorities act 
to induce a desired reaction in the economy. They expect the millions 
of firms and households to respond to the tightening and loosening of 
monetary conditions, influencing them in this manner rather than by 
direct controls or by fiscal action. The control that can be exercised 
domestically by monetary action is by no means perfect, but it works 
tolerably well. 

The management of international liquidity is different in many rele- 
vant aspects. 

First, there is not the same distinction between the authority that 
determines the amount of liquidity and those that are to respond to 
this decision. Any decisions on liquidity will be taken jointly by the 
same small group of people who then, in their national capacities, are 
expected to adjust policies in the light of the amount of liquidity at 
their disposal. 

Second, it is by no means obvious that the regulation of internation- 
al liquidity will be the most effective instrument to induce countries to 
follow policies that are considered desirable from an international 
point of view. There is no lack of examples of countries which, even 
though they have no reserves left and no access to credit except per- 
haps on frankly political grounds, continue the most crudely 
inflationary policies. And one further point that is of general validity 
but has perhaps been most vividly brought home by recent develop- 
ments: liquidity measures can change the degree of ease felt by 
a country, but it requires a great deal of further understanding among 
countries—be it by general rules or by ad hoc negotiation—to ensure 
that financial tightness leads to corrective action that is of a generally 
desired character. 


Ii 


It is for reasons such as these that a discussion on international li- 
quidity cannot sensibly be limited to the more or less technical prob- 
lems of how much liquidity to provide how, but must inevitably spill 
over into the broader field of international economic policies. It is no 
accident, therefore, that the reports on international liquidity devote a 
good part of their discussion to problems that might appear to lie out- 
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side the scope of that subject, narrowly conceived. One must indeed 
realize that the debate on the international liquidity question is to a 
large extent a discussion of wider issues of international economic col- 
laboration sub specie liquiditatis. 

It has of late become customary to designate that wide field by the 
label of “balance-of-payments adjustment,” and this has been helpful 
up to a point. Thus, it is useful to be reminded, as is done in the re- 
port of the Fund, that “the principal effects of changes in the level of 
international liquidity are likely to be those exercised through their re- 
percussions on the policies followed by national governments in rela- 
tion to balance-of-payments situations.” But it should also be realized 
that “adjustment” is at best an intermediate objective of policy. The 
objective which we hope to achieve by means of proper arrangements 
in the field of international liquidity is not adjustment as such, but in- 
cludes the more ultimate aims of economic policy such as growth, full 
employment, price stability, freedom of international transactions, etc. 
The analysis of the “adjustment process” on which Working Party-3 
of the OECD has now embarked as a sequel to the liquidity study of 
the Ten, will no doubt come into proper focus; i.e., an analysis of the 
means to be taken to bring national economic policies more closely into 
international harmony. 

Whatever way this question is approached, it is clear that in the end 
progress on the question of international liquidity will to some extent 
be determined by the rate at which a consensus over a much wider 
area of economic policies can be reached rather than by the solution of 
“technical” problems alone. Moreover, as the Fund stated in its report, 
“a collective judgment as to whether the available supply of liquidity 
is adequate or inadequate is particularly difficult to arrive at kecause 
the balance of advantage, at any rate in the short run, may be different 
with respect to, and in the opinion of, different countries. Action in the 
liquidity field which absorbs unemployment in one country may pro- 
mote excessive demand in another, and any change in the supply of in- 
ternational liquidity is likely to involve some transfer of resources, at 
least temporarily, between countries.” In these circumstances, it might 
well be found that progress was initially most feasible where the par- 
ticular technique of liquidity creation served at the same time some 
other policy objective of the countries most directly concerned. 

For a while it may have appeared that necessity alone would force 
governments to agree on new arrangements for the creation of interna- 
tional liquidity. If gold production did not rise, if dollar balances 
ceased to be accumulated, would not lack of liquidity put the world 
economy into a squeeze where circumstances alone would virtually dic- 
tate agreement on some suitable remedial action? In the last few 
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years, however, these quasi-Malthusian predictions about liquidity ap- 
pear no longer quite as threatening. The Fund’s quota increases of 
1959-60 demonstrated that large liquidity increases for all countries 
could be agreed by international action. The recent ingenious devices 
which we owe above all to Mr. Roosa show that it is after all exceed- 
ingly easy for a small number of central banks and governments to 
create, on an ad hoc basis, facilities by which they can pay each other. 
The problem before us has, therefore, undergone a subtle change. The 
question is not only whether there will be enough international liquidi- 
ty, but also, increasingly, whether the international or intergovernmen- 
tal action to create liquidity will be systematic or merely ad hoc, as 
part of a code of behavior that will promote the balanced growth of the 
world economy or merely to bail out problem situations. To the proper 
solution of these problems the Fund can—as its Annual Report stat- 
ed—‘make an essential contribution.” 


IV 


Within the framework of the Fund one can envisage two broad 
methods of increasing unconditional liquidity—apart from the condi- 
tional liquidity of which the Fund is of course the major source of in- 
ternational supply. One method is to raise countries’ essentially auto- 
matic access beyond its present range, which equals what each country 
has contributed in gold or balances of its currency drawn by other 
countries. The extension of this automaticity some distance into the 
Fund’s “credit tranches” would be tantamount to the creation of un- 
conditional liquidity for all members, except initially to those that had 
already drawn that part of their credit tranches on a conditional basis. 

The second method would be by what has been called the “invest- > 
ment” technique. Under this technique the Fund would, at its own ini- 
tiative and in the light of general conditions in the world economy 
rather than in response to balance-of-payments needs of individual 
countries, acquire assets in member countries (directly or via some 
agency such as the IBRD). As the counterpart to such assets, the lia- 
bility side of the Fund’s balance sheet would show additional claims on 
the Fund by members. Such claims would be liquid and would consti- 
tute additional reserve assets essentially similar to the gold tranche po- 
sitions and GAB claims on the Fund to which I referred earlier. 

The most interesting technical questions arise with respect to the 
characteristics that these Fund liabilities should have in order to en- 
sure that they are effective reserve assets for countries holding them. 
Important questions of equity, on the other hand, arise in connection 
with the'asset side of the Fund’s balance sheet—the country distribution 
of any investment made—and in connection with the process of decision 
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making as regards the amount of liquidity to be created. On the latter 
point, it may be, as mentioned above, quite difficult to reach agreement 
on the amount of international liquidity that should, at any moment of 
time, be created. To a far greater extent than applies to national decisions 
on the appropriate rise in the money supply such decisions at the inter- 
national level will represent a compromise between conflicting interests 
rather than a compromise between divergent views. Difference in inter- 
ests may arise not only from differences in economic structure of coun- 
tries—developed and less developed, for example—but also from 
differences in economic position at a particular moment of time, which 
may determine whether the risks of inflation or those of balance-of- 
payments deficit loom larger in the eyes of certain governments. In 
view of these differences, equity requires that the interests of all coun- 
tries are properly represented rather than that this be a matter for ex- 
clusive decision among a small group of countries. 

Any investment action to create international liquidity, whether it 
passes through the accounts of the Fund or through that of a more 
limited international organization, will make liquid purchasing power 
(reserves) available to the countries in which investment is made. 
These reserves will be matched for each receiver by a liability’ to the 
agency—but a liability which (like the banknote liability of a govern- 
ment or a central bank) is most unlikely to be called as long as the 
world economy expands and the need for liquidity continues to rise. 
Indeed, while there may be some room for cyclical short-term invest- 
ment for liquidity purposes and while investments may well be made 
in short-term paper, the main function of international liquidity crea- 
tion must be such as to assure the receiver of investments that he can 
safely consider the money as part of his reserves because it will not 
normally be called. This rather obvious point appears to have been 
overlooked by those who advocated a system for liquidity creation 
among and for the main industrial countries. But a system that adds 
purchasing power exclusively to the reserves of the countries with the 
highest per capita incomes must appear grossly inequitable to the rest 
of the countries who are left to earn through balance-of-payments sur- 
pluses such reserves as they feel they need for their economies. One 
wonders, indeed, how a proposal of this nature could have been made 
in a world so preoccupied with the need to assist the less developed 
countries. One should note also the arbitrary and invidious demarca- 
tion line that any such proposal draws, not only between the rich coun- 
tries with large reserves and the poor with very small ones, but also 
between the countries that happen to be “in” and those with similar 
economies, financial structures, and reserve holdings that are “out.” 
Outside of the major industrial group there are quite a number of 


` 
` 





INTERNATIONAL MONETARY MECHANISM 165 


countries (certainly more than ten) that hold relatively large reserves; 
nor can countries conveniently be separated for this purpose as to 
whether they are industrial or nonindustrial. 

A grouping of the more affluent countries—such as exists, for exam- 
ple, in the Fund’s General Arrangements to Borrow and in the “Part 
T” countries of the International Development Association—does arise 
more or less naturally where this distinction implies the assumption of 
special obligations in the financial sphere. If new forms of internation- 
al liquidity are created, one would expect that these new reserve as- 
sets—unlike the matching amounts of investment claims held by the 
Fund—would predominantly be held by a somewhat limited number of 
high-reserve countries, in the same way as at present creditor positions 
in the Fund are held by a small number of countries whose currencies 
have been used for drawings by the whole Fund membership; no par- 
ticular question of equity arises in this connection. It would be neces- 
sary to ensure that the character and the manner of issuing of such 
new instruments of international liquidity would be such as to fit prop- 
erly into the reserve pattern of these countries, and the close attention 
that these countries are now giving to these matters will be essential to 
the achievement of a practical solution that will be satisfactory all 
around. 

The considerations that I have mentioned weigh heavily in favor of 
basing any solution for the further creation of international liquidity 
on the Fund and it would appear, for example, from statements made 
on this subject in Tokyo, that opinion in member countries is definitely 
moving towards this view. 








THE REPORT OF THE NONGOVERNMENT ECONOMISTS’ 
STUDY GROUP 


By Frrrz MACHLUP 
Princeton University 


The report’ on which I am to speak was published in August, 1964, 
the same month in which the other two reports, discussed by the two 
previous speakers, were published. I take it that my assignment in- 
cludes comparisons with these other reports and I shall, therefore, em- 
phasize the major differences and similarities. 


Differences in Design and Purpose 


The first difference between the report of the Group of Thirty-two, 
and the reports of the Group of Ten and of the IMF lies, of course, in 
the affiliations of the authors. The Group of Ten is a group of 
governments; their statement and the Annex, the report of the Depu- 
ties, were written by representatives of national governments. The 
IMF is an international organization of national governments; its re- 
port was written by staff members and officers representing interna- 
tional government. The Group of Thirty-two, on the other hand, is an 
international study group of thirty-two economists not affiliated with 
national or international government, at least not directly and full 
time. 

This difference in affiliation is essential: first, because the formation 
of this nongovernmental study group was induced by the announce- 
ment that the other two studies would be made solely by government 
people; second, because the private character of the economists’ study 
permitted the consideration and discussion of proposals that were 
“out of bounds” in an official inquiry (such as proposals for changes in 
the price of gold or in foreign exchange rates); and, third, because 
economists speaking only for themselves, in an atmosphere like that of 
a university seminar, can more easily examine all sides of an issue than 
can experts speaking for their governments and instructed to defend 
more or less fixed positions. 

Another difference deserves emphasis: the difference in purpose. The 
two official studies were designed to seek agreement on courses of 
action; the private study was designed to interpret disagreement. This 

1 International Monetary Arrangements: The Problem of Choice (International Finance 


Section, Princeton Univ., 1964). Later referred to simply by page references in the text 
and after quotations, 
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group included economists “with notoriously divergent views” (p. 8) 
and its assignment was to identify the sources of their disagreements. I 
quote: 

Among the valuable results of a study undertaken by experts known for their dia- 
metrically opposite recommendations may be the specification of the particular judgments 
of facts and objectives which are responsible for the conflicting conclusions, Perhaps 
some of the differences in judgments of fact can be resolved by further study, and some 
of the differences in judgments of value may be reduced by a non-emotive analysis of 
their places in a common hierarchy of higher goals (p. 6). 

Despite this clear declaration of purpose, the report has been criti- 
cized for its poor performance “as a guide for action.’” The critic 
complained that the report would not help policy-makers “make ra- 
tional decisions on alternative courses of action.” This last clause is a 
disjointed quotation from the following passage in the report: 

The consensus that mattered most to some of the members of the Study Group was 
not on the questions of what to do now and what to recommend for the future—an ob- 
jective they considered inconsistent with the recognition of divergent value judgments 
and divergent assumptions about unknown facts—but rather a consensus on what were 
some of the things on which the consequences of particular measures or arrangements 
would depend. This consensus permits those who know what they want and who believe 
they know the most probable answers to the open questions of fact to make rational 
decisions on alternative courses of action, A consensus of this kind was achieved without 
reservations (p. 107). 

In other words, the report leaves to the policy-makers explicit choices 
among the most plausible assumptions of fact and the most worthwhile 
social objectives. This would be genuinely rational decision making. 
Can one reasonably demand that economists who disagree on unknown 
facts and on competing goals come forth with the same prescription for 


policy-makers of all and sundry beliefs and values? 


The Contents of the Report 


For the benefit of those who have not seen the report of the Group 
of Thirty-two, let me furnish a brief outline of its contents. 

Chapter I, entitled, “The Project and the Group: Purposes and Pro- 
cedures,” describes how the project was conceived, how the group was 
formed, how its members were selected, and how they proceeded with 
their task. 

Chapter II, entitled, “Problems and Objectives,” distinguishes the 
three major problems of our international monetary arrange- 
ments—adjustment, liquidity, and confidence—and reviews the major 
objectives and the conflicts between them. 

Chapter III presents “More on the Three Problems and on Some 
Approaches to Solve Them.” The question of the “desirable speed of 
adjustment” is examined with reference to various “types of distur- 


*j. ee Furth, “The Machlup Report—A Critical Evaluation” (unpublished manu- 
script). 
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bance” and to the relative frequency with which they are likely to 
occur. 

Chapter IV, entitled, “Assumptions Underlying the Proposed Ap- 
proaches,” is the core of the entire project, in that it formulates the 
different and often contradictory assumptions on the basis of which 
different approaches to the solution of the problems may be advocated. 
The four approaches selected for analysis are the semiautomatic gold 
standard, centralization of international reserves, multiple currency 
reserves, and flexible exchange rates, 

Chapter V, called, “Toward a Consensus on Policy,” states a few 
propositions on policy on which there was extensive, though not unani- 
mous, agreement among the members. Given their high propensity to 
disagree, it was felt worthwhile to record the few issues of policy to 
which a majority of participants would give a consenting nod. 

I regard the formulation of assumptions as the core of the study be- 
cause a rational choice among different courses of action presupposes 
an evaluation of the factual and normative judgments on which their 
advocacy rests. This does not mean that reasonable people, including 
some economists, will ordinarily begin with their assumptions of fact 
and judgments of value, then engage in a process of sober logical de- 
duction, and finally arrive at conclusions in the form of policy recom- 
mendations. I am quite ready to admit that most policy recommenda- 
tions consist of ready-made prescriptions, prejudged solutions without 
full awareness of the major and minor premises on which they sup- 
posedly rest. Only when challenged by critics or confronted with 
conflicting recommendations will most advocates begin to rationalize 
their proposals by exposing the underlying suppositions. But precisely | 
this is needed, since the validity of the solutions can be judged only 
by evaluating the validity (or comparative probability) of the relevant 
factual assumptions and the acceptance (or comparative weight) of 
the relevant value judgments. _ Í 


Factual Assumptions and Normative Judgments 


Instead of offering more methodological generalities, I had better 
furnish some illustrations. i 

The advocacy or rejection of flexible exchange rates rests to a large 
extent on assumptions regarding future attitudes of central bankers 
and private traders and investors. Concerning central bankers, the 
question is whether their resistance to inflationary pressures will or 
will not be reduced if the fear of dwindling international reserves is 
removed, The advocates of exchange rate flexibility assume that cen- 
tral bankers will fear drastic exchange depreciation under flexible rates 
no less than they now fear reserve depletion under fixed rates. The op- 
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ponents assume that a loss of reserves always impresses central bank- 
ers much more forcefully than a drop in the exchange rate would. Con- 
cerning private traders and foreign investors, the question is whether 
they will be discouraged more seriously by the cost of hedging against 
short-run variations in exchange rates and by the exposure to the risk 
of long-run variations against which hedging is not possible, than they 
are by the threats of trade and exchange restrictions so frequently in- 
stituted to combat payments deficits under fixed exchange rates. Oppo- 
nents and advocates of flexible rates entertain opposite assumptions 
regarding these possibilities. 

Questions like these cannot be answered with certainty. Empirical 
evidence of past behavior and present attitudes cannot give any assur- 
ance regarding future behavior patterns; after all, no one can deny 
that central bankers, foreign traders, and private investors may be 
able to learn from experience. 

In any event, policy recommendations depend on factual assump- 
tions, and one may reasonably disagree about which assumptions are 
the most plausible. Once it is clear where the crucial differences lie, 
discussion by the experts can be more sharply focused on the relevant 
points, and the range of assumed possibilities may eventually be nar- 
rowed. 

Some of the assumptions are so closely correlated with conflicting 
political philosophies that it is hard to distinguish between assump- 
tions of fact and judgments of value. I submit that the nineteenth-cen- 
tury liberal mistrust of government plays a distinct role in the disa- 
greements on international monetary systems. This mistrust of govern- 
ment, however, does not offer an unambiguous guide to policy. Indeed, 
the two most extreme approaches—the semiautomatic gold standard 
and the system of freely flexible exchange rates—may both be inter- 
preted as designs to reduce, in one area or another, the scope of gov- 
ernmental discretion, to substitute for a “misplaced” reliance on wise ` 
policy making a “safe” observance of fixed rules and “assured” opera- 
tion of automatic mechanisms. 

The advocates of the semiautomatic gold standard want to remove 
the central banks’ power to meet a payments deficit by anything other 
than a sale of gold and to extend domestic credit to offset the 
deflationary effects of the gold outflow. The advocates of flexible ex- 
change rates want to remove the central banks’ power to intervene in 
the foreign exchange market by official sales or purchases and to inter- 
fere by restrictions on private transactions. The friends of the gold 
standard favor “automatic contraction” of the money supply in a 
deficit situation, because they assume that central bankers have too 
high a propensity to expand credit. The friends of flexible exchange 
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rates favor “automatic depreciation” of the currency in a deficit situa- 
tion, because they assume that governments have too high a propensity 
to restrict foreign trade and payments. Both these assumptions may 
well be justified; but the conclusions are based on supplementary as- 
sumptions, which perhaps are unrealistic; namely, that the particular 
automatic devices would be allowed to function when the propensities 
which they are supposed to keep in check act up with great force. The 
institutional arrangements proposed in the respective plans include in- 
ternational agreements prohibiting interferences with the desired “ 
tomaticities,’ and the implied assumption is’ that these agreements 
would be faithfully observed, no matter what. 

It may not be immediately clear that differences in value judg- 
ments—in the marginal rates of substitution between alternative so- 
cial objectives—are inseparably tied up with the stated assumptions 
and conclusions. Those who favor automatic contractions of the money 
supply seem to place whatever ultimate values are derived from price- 
level stability above the value of maintaining higher employment levels 
in the short run. And those who favor automatic reductions in the for- 
eign exchange rate seem to place whatever values are derived from free 
markets and freer trade above the values derived from protecting cer- 
tain sectors of the economy against instability in prices paid or re- - 
ceived. 

Of this sort are the issues brought to the surface by the type of 
study performed by the Group of Thirty-two. Only by identifying the 
differences in factual assumptions and value judgments that underlie 
the plans and proposals advocated by different economists can the dis- 
agreements be fully understood and appreciated. It is on these grounds 
that the Thirty-two believed that their findings could contribute to 
more rational decisions by policy-makers. 


Conditional Advocacy and Implied Criticism 


It should now be clear why the report does not endorse any particu- 
lar system or type of international monetary arrangement. The four 
approaches examined by the Thirty-two are treated without prejudice 
and without partisanship. The semiautomatic gold standard, central- 
ization of international reserves, multiple currency reserves, and flexi- 
ble exchange rates were studied as “pure types,” and the findings are 
presented in the form of propositions which the advocates of the partic- 
ular approach accept—or ought to accept if they want to be rational in 
their advocacy. Let me quote: 


The lists of propositions which, if accepted as pertinent, correct, and realistic, would 
justify the adoption of a particular system, cover essentially three questions: A. In what 
respects are the present-day system and the three other proposed systems inferior to the 
one under consideration? B. What are the essential arrangements which characterize the 
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system? C. What are some of the necessary conditions for the system to work in the 
intended fashion? (P. 71.) 

Someone who rejects any of the important assumptions implicitly re- 
jects the approach that rests on them. This has led some readers to the 
erroneous belief that the Group intended to criticize or oppose any of 
the four approaches. To be sure, the compilation of the necessary or 
relevant assumptions furnishes a fine collection of arguments to any- 
one who wants to criticize or oppose any of the plans under discussion. 
In order to demonstrate that a particular plan will not work, he has 
only to select from the list of required assumptions some that appear 
unrealistic. In addition, he may turn to the propositions in Part A of 
the lists of assumptions underlying the advocacy of alternative ap- 
proaches. For: 

Advocacy implies criticism. One cannot reasonably recommend a plan or approach 
without implying that it is in some respects better than what we now have and what 
others recommend. Hence, a statement of the assumptions which underlie the recommenda- 


tion of any plan or approach must include critical propositions about both the present 
system and alternative approaches (p. 66). 


Thus, the assumptions underlying any one approach include proposi- 
tions critical of the others. In the opinion of an otherwise highly critical 
reviewer of the report, “the criticism of the flexible exchange-rate sys- 
tem included in the analysis of the ‘centralization of reserves’ proposal 
may be considered the best refutation possible in such narrow space.”* 
The report, I repeat, was not intended to be more critical of any one 
approach than of any other. Criticism of all was implied in a compara- 
tive analysis that attempted to spell out the propositions on which ad- 
vocacy of any of the systems could rest. Criticism, it seems, is more 
persuasive than advocacy, and thus our study may result in a strength- 
ening of the opposition to all four approaches analyzed. 

If this were to reinforce the defense of the status quo, the Thirty- © 
two would probably regret it as an unintended effect of their work. 
They had been quite outspoken about their attitude toward the present 
arrangements: 

Since none of the conferees preferred the present system to all proposed alternatives, 
no statement of propositions supporting its maintenance was prepared (p. 66). 

They need not worry, though. There is no real danger that the present 
system will be maintained, no matter how eloquently it is defended in 
some quarters. With all due recognition of the contributions past and 
present arrangements have made to the highly beneficial “loosening of 
controls, liberalization of international trade and payments, and in- 
creased international cooperation in national policies” and indirectly to 
a remarkable “increase in international trade and investment,” one 


* Furth, op. dt. 
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cannot help realizing that these arrangements “are becoming increas- 
ingly inadequate” (p. 68). 

On this point all three reports agree. There is at best a difference in 
language, the two official reports being, quite properly, more politic. 
The Group of Ten, frankly enough, speak of the “lines of future devel- 
opment,” of “having recognized the uncertainties concerning the fu- 
ture supplies of monetary reserves,” of various ways “to supplement 
the existing system by a new type of reserve asset,” and of the need 
for studies of how countries “could in the future preserve a better 
balance-of-payments equilibrium and achieve a faster and more effec- 
tive adjustment of imbalance.’”* And the IMF report regards it as 
“both desirable and timely to enter upon a broad exploration of the 
possible ways to meet any inadequacies in the supply of international 
liquidity to which the present system might otherwise give rise and to 
offset any undesirable fluctuations in it.” 

In other words, the need for changes in the international monetary 
system is recognized by the official as well as the private experts who 
produced the three reports. There are those who think that the nongov- 
ernment economists are more impatient and more radical; and there 
is much naive talk about “revolutionary” designs by the private econ- 
omists, in contrast to “evolutionary” moves contemplated by the 
official experts. The fact is that academic economists speak more 
bluntly and are prepared to act their proper roles as gadflies, while 
government representatives are properly diplomatic and coy, and must 
pretend to yield only to necessity. Moreover, the international monetary 
system has been changing all along and will continue to change. Its 
evolution will surely include steps which some diehards have decried as 
revolutionary or, even worse, as impractical. I submit that the buzzing 
of the academic gadflies has been extremely important in promoting 
better understanding and official appreciation of the issues in question. 


The Problem of Adjustment 


All three reports have a good deal to say about the problem of ad- 
justment of the balance of payments. There are many similarities in 
the views expressed, but also some differences. By and large, the non- 
government economists are more orthodox and classical than the 
official experts. Their stress is-on relative prices, incomes, and ex- 
change rates—that is, on endogenous market variables—whereas the 
government experts place much emphasis on the use of exogenous vari- 
ables, policies designed to affect the flow of goods and funds by other 

“ Ministerial Statement of the Group of Ten and Annex Prepared by Deputies (Aug. 10, 


1964), pp. 8, 10, 5. 
* International Monetary Fund, Annual Report 1964 (Washington, D.C., 1964), p. 32. 
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means. This “wide range of internal and external measures”*® enumer- 
ated in a list of “instruments of economic policy” differs in operation 
and in side-effects from the forces of adjustment described in classical 
theory. To treat them as if they were equivalent or even preferable 
substitutes for the classical mechanism can be misleading. 

In my opinion, a basic distinction should be made between “real 
adjustment”—-which refers only to a reallocation of, productive re- 
sources and exchanges of goods and services under the influence of 
changes in relative prices, incomes, and exchange rates—and “‘compen- 
sating corrections”—which may affect the current account or the capi- 
tal account by other means and, if successful, may remove the need for 
real adjustment. I cannot now elaborate on this distinction, but plan to 
do so on another occasion. 

In one important respect, the Thirty-two are rather unorthodox: 
when they analyze the circumstances in which it might be appropriate 
to delay, retard, or inhibit the working of the classical adjustment mech- 
anism (pp. 43-52). This analysis, I believe, represents an advance in 
the theory of the balance of payments, even if it is not yet, and may 
never become, practically operational. 


The Problem of Liquidity 


On the problem of liquidity, no less than on that of adjustment, one 
can find similarities and differences of opinion in the three reports. The - 
similarities are greatest with regard to the future provision of liquidi- 
ty—all the reports agreeing that something will have to be done to 
avoid inadequacies in the growth of liquidity—and with regard to the 
dangers of excessive liquidity. On the latter, the Group of Thirty-two 
has this to say: 

(a) excessive liquidity may inhibit both the natural adjustment processes and the pursuit 
of appropriate policies of accelerating adjustment; i 

(b) the use of liquidity involves withdrawing real resources from other countries, or 
acquiring claims on their real resources, and so may be unwelcome to them (p. 30). 
Similar statements can be quoted from the other-reports.® 

The most conspicuous differences concerning the problem of liquidi- 
ty relate to the treatment of borrowing facilities. Like the other re- 
ports, the Thirty-two make various distinctions, such as between - 
“owned reserves, borrowed reserves, and borrowable reserves” (p. 30), 
or between various sorts of borrowing arrangements. However: 


For concreteness and precision the conferees agreed to confine the concept of the inter- 
national liquidity of a country to the sum of owned reserves and unconditional drawing 


rights (p. 31). 


‘IMF, p. 28. 
* Group of Ten, p. 5. 
* See especially, IMF, pp. 26 and 33. 
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This deliberate limitation is likely to be regarded as a defect of the 
report of the Thirty-two, particularly in view of the importance the 
official studies, especially the IMF, attach to the supply of “condition- 
al liquidity” as a means of “ensuring that appropriate corrective mea- 
sures are applied.’” 

The decision to narrow the discussion to measurable liquidity can be 
defended by stronger arguments than the appeal to “concreteness and 
precision.” The report of the Thirty-two, however, does not make 
these arguments, and I submit that we lack as yet a good analysis of 
the differences between credit facilities and credit balances, or between 
borrowing facilities, gross reserve assets, and net reserve position. I 
have the impression that some of the disagreements within the Group 
of Ten go back to the uneasy feeling of some central bankers that net 
reserves and borrowing facilities have rather different functions, and 
that their fusion in a vague concept of international. liquidity serves 
confusion more than anything else. 

I share these apprehensions. To secure the international monetary 
system against shocks and disturbances from payments imbalances of 
individual countries is one thing; it is another thing to secure the sys- 
tem against deflationary pressures due to a failure of international re- 
serves to grow at a rate deemed sufficient to sustain the desired growth 
of national money supplies. Borrowing facilities can serve the first but 
not the second function. I submit that we are witnessing the recurrence 
of an old misconception, which on the domestic level has perplexed 
students of monetary theory and policy for a century and a half: the 
confusion between the supply of credit to borrowers who lack working 
capital and the supply of money to an economy confronted with a sec- 
ular decline in prices and money rates of earnings, It is true that the 
commercial-banking system has in fact increased the supply of money 
by lending to those who lacked capital and by increasing, in the pro- 
cess, the total credit outstanding. It is also true that the same interna- 
tional arrangements that provide credit to monetary authorities 
suffering from payments deficits may, in the process, provide for the 
. secular growth in reserves that may be needed to avoid deflationary 
policies in most countries. This does not justify, however, our continu- 
ing confusion in these matters. 

The failure to separate, at least in theoretical analysis, the creation 
of money and the supply of finance (capital) to individuals, firms, and 
governments, may be regarded as the original sin of commercial-bank- 
ing theory. Likewise, the failure to separate, at least in theoretical 
analysis, the creation of international reserves and the supply of for- 


* IMF, p. 33. 
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eign funds to countries in deficit, is the original sin of central-banking 
theory. May we soon be redeemed from both! 


The Problem of Confidence 

The third major problem discussed by the Thirty-two—the problem 
of confidence—is not explicitly treated in the official reports. In this 
instance, therefore, I have to explain and defend the inclusion of an 
issue which the government experts apparently did not regard as an 
issue. 

The report of the Thirty-two explains what it means by the prob- 
lem of confidence. Foreign holders of dollars and sterling might, at any 
time, wish to convert their holdings into gold. This could happen even 
in the absence of basic deficits of the United States and the United 
Kingdom, and in the absence of a shortage of “international liquidity.” 
While such demands for conversion would, of course, create new 
problems of adjustment and new problems of inadequate liquidity, the 
problem of confidence in some of the existing reserve assets can arise 
independently. To say that it can arise is not to say that it is likely to 
arise—but some economists would be reassured if the “overhang” of 
dollars and sterling were somehow funded or consolidated. 

Others deny that this problem is urgent, and as evidence they point 
to the reassuring “growth of cooperation and consultation among cen- 
tral banks” (p. 61). As long as this cooperation continues and as long 
as the major countries realize their common interest in the viability 
and stability of the international monetary system, one need not fear 
that any country will precipitate massive flights out of one or both of 
the present reserve currencies. Indeed, negotiating an arrangement for 
“consolidation” might be riskier than leaving things alone. 

In reply to these objections, those in favor of removing the threats 
of a “collapsing overhang” state that consolidation may take forms 
that would not imply an exchange of liquid funds against less liquid 
claims. Consolidation through interposition of a guarantor would in- 
crease the liquidity of the reserve-currency holders as well as of the 
reserve-currency issuers. Even if one argues that the nongovernment 
economists have exaggerated the urgency of solving the problem of 
confidence, one can hardly exaggerate the desirability of solving it. 


Substitutes or Complements 
The four plans, systems, or approaches analyzed by the Group of 
Thirty-two are commonly considered as disjunctive alternatives. This 
was also the presumption in the minds of the economists when they 
began their discussions. They soon discovered “a complementarity be- 
tween proposals they had first thought to be rivals” (p. 105). 
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Such complementarity follows from the fact that particular arrange- 
ments are designed to deal with certain problems but not with others. 
For example, neither centralization of international reserves nor the 
use of multiple or composite currency reserves can contribute much, if 
anything, to the problem of adjustment. To solve this problem is the 
chief concern of those who advocate a semiautomatic gold standard or 
flexible exchange rates. With such differences in their functions, the 
different proposals need not be incompatible with one another, and 
various combinations seem possible. Thus, certain features of the semi- 
automatic gold standard, promoting “adjustment,” may well be com- 
bined with multiple currency-reserve holding as a means toward in- 
creasing the growth of “liquidity.” Similarly, centralized reserve crea- 
tion, to increase “liquidity,” may go together with limited exchange 
rate flexibility, securing faster “adjustment.” 

The possibility of such combinations may lead to unexpected coali- 
tions and alliances in the debates about improved international ar- 
rangements. Since it is almost inconceivable that any one group or 
country will get its favorite plan accepted, the recognition that various 
proposals are not genuine alternatives but are mutually compatible 
may eventually promote compromises with which all of us can live. 


The Utility of the Exercise 


There are those who cannot see any value in a report about the 
sources of disagreement on economic proposals. They think that econ- 
omists who make conflicting recommendations cancel out one another, 
leaving a sum of zero. And that, furthermore, if we descend to a lower 
level of the economists’ disagreements, namely, to the underlying argu- 
ments, to the factual and normative assumptions, the result is the 
same: zero. It is sad that economists disagree; to know why they dis- 
agree does not improve matters—in the view of these skeptics. 

This skepticism I regard as unwholesome, as sheer obscurantism. 
There is a world of difference, I submit, between unreasoned conflict 
and reasoned disagreement. Only by examining the underlying as- 
sumptions can we ever hope to resolve conflicts of opinion. This is not 
just an empty principle or a pious hope. The thirty-two economists 
have seen the principle in action: they saw how some members of their 
group changed their views about certain plans or about certain fea- 
tures of certain plans after they had isolated and dissected the pre- 
viously hidden assumptions that have to be satisfied if these plans are 
to work in the intended fashion.*° For, while some of the factual as- 


* As an illustration, I may explain how I changed my views regar unlimited, un- 
managed flexibility of exchange rates. When I pondered the assumptions that governments 
would have to agree to stay out of foreign exchange markets and that strong public 
pressures opposing appreciation and depreciation would have to be overcome, I i 
that limited flexibility was all that could reasonably be advocated at this time. 
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sumptions may not be testable now or in the near future, others can be 
appraised as more or less realistic on the basis of merely casual empiri- 
cism. 

I conclude that the exercise on which I have reported was valuable 
to the economists who took part in it and that the results may be of 
value for both theoretical economics and political economy. 











DISCUSSION 


MILTON FRIEDMAN: Professor Machlup’s paper, the report of the Group of 
Thirty-two, and conversation with members of the group all make me regret 
exceedingly that I was unable to accept Professor Machlup’s invitation to be 
a member. It was clearly an extraordinarily exciting and productive experi- 
ment. The resulting report is a model of its kind. No student of international 
monetary arrangements, however profoundly he has studied the subject, can 
fail to be instructed by its careful unraveling of the strands that combine to 
form a judgment in favor of one or another policy. 

I shall use my limited time to discuss two related points. The first is sug- 
gested primarily by the papers on the official reports and has to do with the 
significance of the recent rescue operation for sterling. The second is far more 
important and applies to all three reports and all three papers. It has to do 
with the political implications of the alternative monetary arrangements—a 
topic that receives almost no explicit discussion in any of the documents 
though, to my mind, it is the major consideration that renders the official pro- 
posals and two of the four alternatives considered by the Group of Thirty- 
two unacceptable to a believer in representative government and political de- 
mocracy. 

One respect in which governmental or intergovernmental agencies are un- 
questionably preeminent is their ability to snatch verbal victory from actual 
defeat. Agencies seldom if ever make mistakes; when bad things happen, it is 
because of the extraordinarily adverse forces against which the agency had to 
contend, and only the skillful use of the limited powers which the agency had 
prevented things from being still worse. 

The comments by Governor Daane and Dr. Polak and by various official 
spokesmen on the recent rescue operation for sterling are of this genre. All 
point to the rescue operation with pride, as evidence of the strength and effec- 
tiveness of present arrangements, of the efficiency of the central bank coop- 
eration that has been painstakingly built up over the years. It is indeed a 
tribute to the dedicated men who stayed up all night to make the panic phone 
calls, to the technical wonders of long-distance communications, to the central 
bankers in the capitals of the world, and to the ingenuity of their deputies 
that a fund which could be described as totaling $3 billion could be raised so 
rapidly. 

Yet surely, by any disinterested evaluation, the need for such ad hoc action 
on such a scale for one of the two major currencies of the world is a symptom 
of weakness, not of strength. On many an occasion in American financial his- 
tory, attempts have been made to organize a corresponding consortium of do- 
mestic banks to save a bank or group of banks endangered by a run; the at- 
tempt has often succeeded; it has often also failed~—most notably when the 
Bank of the United States was closed on December 11, 1930; but never, to 
my knowledge, has the need for such action been regarded in any other light 
than as dramatic evidence of a basic weakness in the financial structure. 


178 








INTERNATIONAL MONETARY MECHANISM~—DISCUSSION 179 


This time, the ad koc action has succeeded—at least for the time being. 
But it has done nothing to remove the conditions which gave rise to the 
crisis; and there is no assurance that it has done more than postpone devalu- 
ation or some equally drastic alteration in the international position of ster- 
ling. Going beyond Britain, it has surely done nothing to prevent a similar 
emergency from arising. On the contrary, it may have made it more likely by 
encouraging governments to postpone adjustments because of the knowledge 
that if worst comes to worst they can count on rescue funds. And it has sure- 
ly done nothing to assure that such an ad koc operation will succeed next 
time, and the next time, and the next time. On the contrary. One of these 
days it is bound to fail, and, when it does, the resulting damage will be all 
the greater. 

The present arrangements have, I must in candor confess, lasted longer, 
worked better, and produced fewer crises than I expected in advance. 
Differential degrees of inflation combined with differential governmental in- 
terventions into private international transactions buttressed by the tailoring 
of governmental international transactions to balance-of-payments needs have 
provided an adjustment mechanism with capacity to accommodate substantial 
swings. However, the mechanism is clumsy, has undesirable effects on re- 
source allocation, and restricts international trade. In addition, I continue to 
doubt that it has sufficient resilience to last very long without occasional 
major readjustments of exchange rates. And it certainly offers no guarantee 
against liquidity crises. 

The truth is that the Emperor is naked. 

The official reports, and even the report of the Group of Thirty-two, only 
hint indirectly at what seems to me a major consideration in choosing among 
alternative international monetary arrangements; namely, what they imply 
about who shall have power over internal economic policy. The British crisis 
illustrates this issue dramatically. I happen to disagree with the particular 
policies that the newly elected Labour government apparently wishes to fol- 
low. I happen to believe that the policy changes that will be imposed on Britain 
by the central bankers as the price of the rescue of sterling may well be better 
for Britain itself. Yet I find myself in complete sympathy with those Labour 
supporters who regard it as nearly intolerable that the “gnomes in Zurich” 
should have a veto power over internal British economic policy. 

Insofar as this issue is referred to in the various reports under discussion, it 
is in terms of the need for “multilateral surveillance” or the need for “inter- 
national monetary cooperation” or in terms of the danger that “nationalistic 
monetary policies” will interfere with “the free play of international competi- 
tion.” It is implied that the defenders of the present system or of any of the 
other systems involving fixed exchange rates are “internationalist,” whereas 
the proponents of flexible exchange rates are “nationalist,” 

This misconceives the issue. The key issue is not between “nationalism” 
and “internationalism.” It is rather whether, without an explicit political de- 
cision, a country should, in effect, give extensive power over its economic poli- 
cy to specific governmental officials of other countries, in whose selection its 
own people have no say, direct or indirect. It is not the announced intention 
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of our present arrangements or of any of the various proposals for centralized 
reserve and multiple currency reserve systems to delegate significant political 
power over internal economic policy to foreign central bankers or officials of 
an international agency. But that is unquestionably the effect. “Multilateral 
surveillance” and “strengthening of the arrangements for international mone- 
tary cooperation” are simply euphemisms for such a state of affairs. The Brit- 


‘ish case makes that clear and so does our own experience over the past five or 


six years. : 

From this point of view, the relevant contrast is not between fixed and 
flexible exchange rates. It is between systems whose operation depends on ex- 
plicit management by a collection of national central bankers or officials of an 
international central bank and systems that do not. Of the four ideal types 
considered by the Group of Thirty-two, the semiautomatic gold standard with 
fixed exchange rates and the flexible exchange rate system are of the same po- 
litical type. The systems involving centralization of international reserves and 
multiple currency reserves are of the other type and so also are systems in- 
volving flexible exchange rates managed by an international agency. l 

Montagu Norman, the famous British central banker of the 1920’s, was 
quite clear about the issue. To judge from the memoirs of Émile Moreau, the 
French central banker of the same era as well as from Henry Clay’s biogra- 
phy, Norman was contemptuous alike of the vulgar masses and the monied 
classes, He envisaged a group of enlightened central bankers running the eco- 
nomic world as it should be run, largely free from domestic political control 
and powerful enough to dominate the private monied group. Though he never 
expressed it that way, his aim was a benevolent dictatorship by a technically 
skilled and disinterested oligarchy of central bankers. 

Though today, also, no one expresses it in this way, in fact the central po- 
litical issue is how much power should be given to such an oligarchy. I have 
great respect for the skill and competence of the central bankers and interna- 
tional money men, admiration for their devotion to their tasks, and great 
confidence in their personal disinterestedness. And, as it happens, I personally 
would very likely agree to a far greater extent with them about desirable eco- 
nomic policies than with the men whom the American political system has 
currently put in charge of governmental economic policy. Yet, delegating 
great economic power to the central bankers seems to me completely alien to 
our political system and to our tradition of representative government and 
ultimate responsibility of officials to the electorate. 

However, if this is to be done, it should be done explicitly and through an 
avowedly political decision, not allowed to occur by inadvertence. Otherwise 
the result will be a fair-weather system that will collapse when it comes under 
real pressure. Britain is currently free, as we are and have been, to disregard 
the advice of the existing consortium. So long as the monetary arrangements 
are not part of a broader political structure, each case will be judged sepa- 
rately, and whenever the costs of compliance get very high, the system will 
collapse. It will smooth over minor difficulties, at the cost of a major crisis. 
What happened in 1931 to the system Norman so carefully constructed in the 
1920’s is a striking object lesson. 
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This political aspect of the monetary arrangements is the ghost that haunts 
the discussion. It needs to be brought out into the open if the American peo- 
ple are to make an enlightened choice and if any system which does develop 
is to have a real chance to work properly. 


Epwarp M. Bernstein: Although Professor Friedman’s statement is not 
intended as a paper to be discussed at length, it raises fundamental questions 
about the usefulness of international monetary cooperation. 

Mr. Friedman expects the international monetary system to break down 
because he does not believe in the efficacy of international cooperation. I pre- 
dict a happy surprise for him. Mr. Friedman is so sure that every effort by 
the monetary authorities to deal in a rational way with monetary problems is 
doomed to failure that he is surprised when the situation does not deteriorate 
from crisis to disaster. I have known Mr. Friedman a long time and I find 
this pessimism about the Treasury, about the Federal Reserve, and about the 
International Monetary Fund is part of the dogma of his laissez faire faith. It 
is not based on an adequate analysis of the problems and policies of these in- 
stitutions, 

Mr. Friedman and I were colleagues at the Treasury in 1942 when he was 
making a study of the inflation problem. He was convinced that the United 
States was destined to have a frightening degree of wartime inflation. The ac- 
tual experience was quite different. In his Monetary History of the United 
States, he reports on the behavior of prices in time of war: “Somewhat sur- 
prisingly, our entry in the [first World] War brought, if anything, a slowing 
down of the pace of inflation rather than the speeding up one might a priori 
expect. And perhaps equally surprising, the end of wartime deficit financing 
saw a speeding up of the pace of inflation. Apparently the pattern was more 
than an accident, since it recurred in World War I.” But this is Friedman 
reporting history; it was not Friedman analyzing the prospects for wartime 
inflation. 

Now Friedman is surprised that the international monetary system has not 
broken down, but he seems confident that it will. Admittedly, war and post- 
war developments placed a great strain on the gold standard system in the 
past. All belligerents and neutrals experienced war and even greater postwar 
inflation. Because the inflation was uneven, the competitive position of some 
large trading countries was weakened. To restore the historical gold parity of 
their currencies, they undertook severe deflation. Furthermore, the gold 
standard exhausted the money-creating power of countries in which the 
money supply was closely linked to gold reserves. This is the famous postwar 
shortage of gold of the 1920’s. Thus, every postwar period (until the present) 
generated centers of deflation in the great trading countries and ultimately 
the economic system did collapse in a wave of worldwide deflation. 

But this did not happen after the second World War. In part this is be- 
cause the International Monetary Fund embodied a new principle—that gold 
parities should be adjusted to the international economic position of the coun- 
try rather than the other way about. Perhaps more important, the firm tie be- 
tween gold (and foreign exchange) reserves and the supply of money was sev- 
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ered, either formally or in practice. Finally, there has been a high degree of 
cooperation among central banks, through the Fund and outside the Fund, in 
the provision of reserve credits and in the coordination of monetary policy. 
There is closer cooperation among central banks today than there was be- 
tween the Federal Reserve Bank of Chicago and the Federal Reserve Bank of 
New York in 1933. During the recent sterling crisis, the central banks and 
the Bank for International Settlements provided credits of $3 billion in addi- 
tion to a drawing of $1 billion by the United Kingdom from the Fund. In 
1933, the Federal Reserve Bank of Chicago refused a credit of $150 million 
to the Federal Reserve Bank of New York, even though the gold was needed 
to keep the reserves above the legal minimum. 

I predict that Mr. Friedman is going to be pleasantly surprised by the sur- 
vival power of the present international monetary system. As noted above, 
there have been basic changes in the old gold standard, starting with the In- 
ternational Monetary Fund. Furthermore, the area and the extent of coopera- 
tion among central banks have been greatly expanded in recent years, notably 
through some of the new techniques introduced by Robert Roosa, the retiring 
Under Secretary of the Treasury for Monetary Affairs. The international 
monetary system is still in the process of evolution, and I think that this evo- 
lution will keep pace with the emergence of new international monetary prob- 
lems and will, in fact, anticipate them. 

Having said this regarding Milton Friedman’s comments on the papers of 
Jacques Polak, Dewey Daane, and Fritz Machlup, I should like to present 
my comments on their reports. There is a problem of providing for the order- 
ly growth of monetary reserves, This does not assume a mechanical link be- 
tween the amount of world trade and investment and the amount of monetary 
reserves. But in a world in which trade and investment are growing rapidly, 
in which measures restrictive of international trade or of domestic economic 
activity cannot be applied with the abandon of the past, and in which short- 
term capital movements are as likely to be of a disturbing as of a stabilizing 
character, countries need growing reserves to enable them to meet payments 
deficits while surer but slower corrective measures are taken to restore their 
payments position. 

The increment of monetary gold in the reserves of all countries outside the 
Communist bloc averaged $700 million a year from 1961 to 1963. It was sub- 
stantially less in 1964 and it may decline further in 1965, now that the large 
gold sales of the Soviet Union have stopped. Foreign official holdings of U.S. 
dollar reserves increased by an average of $700 million a year from 1961 to 
1963. To the end of October, 1964, however, such holdings actually decreased 
by nearly $200 million, although they may have risen during the sterling cri- 
sis of November. The U.S. balance of payments is definitely stronger and it is 
unlikely to provide foreign exchange reserves for other countries on a large 
scale in the future. One does not have to hold a mechanistic view of the rela- 
tion of reserves to world trade and investment to conclude that it is desirable 
to devise means for supplementing the growth of gold and foreign exchange 
reserves in the future. Furthermore, too much dependence is being placed on 
the limited stock of monetary gold as the ultimate reserve asset in the present 
international monetary system. 
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The International Monetary Fund is the most important source of sup- 
plementary reserves at present. Its gold and currency holdings are available 
for use by its members on the basis of the quotas agreed with them. The 
Fund has already engaged in exchange transactions of over $9 billion in the 
eighteen years in which it has been operating. Much can be done to strength- 
en the role of the Fund as a reserve center. First, quotas can be increased 
periodically, as they will be this year. Second, access to the use of Fund re- 
sources can be made less restrictive, at least for the first credit tranche. 
Third, the liquidity of the Fund can be improved by raising the quotas of the 
large industrial countries and by borrowing from them—a practice just begun 
and which should become a normal feature of Fund operations. Fourth, more 
can be done to meet the special reserve needs of the underdeveloped countries 
in the form of compensatory credits when their export receipts fall off. 

This would improve the facilities for reserve credit. It would not provide 
countries with reserves of their own—a matter of special interest to the Unit- 
ed States and other large industrial countries. Nor would it relieve the gold 
reserve stringency which is becoming much greater. This problem of owned 
reserves, as contrasted with borrowed reserves, has been given a great deal of 
attention by the Group of Ten. A Committee has been formed to explore the 
creation of new reserve assets to supplement gold—the ultimate reserve asset. 
Dewey Daane has pointed out that the supergold tranche of members of the 
Fund—a net creditor position in excess of one-fourth of their quotas—is 
equivalent to owned reserves. That is so, because a country can draw on the 
supergold tranche without any obligation to repay the Fund. 

Unfortunately, it is not possible to provide the large industrial countries 
with a significant increment of reserves through the supergold tranche. This is 
essentially a matter of the arithmetic of the world economy. Of the total quo- 
tas of all members of the Fund, the large industrial countries have $10.1 bil- 
lion, other high-income countries have $1.6 billion, and the less developed 
countries have $3.2 billion. If all of the underdeveloped countries were to 
maintain a net debtor position equal to one-half of their aggregate quo- 
tas—and this would mean that most of them are continually in debt to the 
Fund—it would result in supergold tranches of $1.6 billion divided among all 
the large industrial countries. At the end of October, 1964, the outstanding 
net drawings of the underdeveloped countries was $1.3 billion. Of course, as 
quotas are increased, the amount of the supergold tranche that can be accu- 
mulated by the large industrial countries (excluding their own drawings on 
the Fund) can be larger. But it will never amount to much as a source of 
owned reserves. 

Following the suggestion of Professor Triffin, but for some reason skirting 
his proposal, the Fund staff is now thinking in terms of creating reserves by 
so-called “investments.” In my opinion, this is wholly impractical. An institu- 
tion with 102 members cannot be given the power to create reserves. This is 
not because it would create too much reserves—the distribution of voting 
power would prevent that—but because it would create a source of conflict on 
reserves that would divide the Fund. The rules established at Bretton Woods 
are the right rules for the Fund. First, the Fund should be passive, providing 
reserve credit only at the request of members and only within quota limits, 
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except as these limits are waived under terms and conditions prescribed by 
the Fund. This should not prevent the Fund from being more liberal in its 
attitude on the use of its resources, Second, each member of the Fund has a 
limited obligation to provide resources to the Fund. This limit is determined 
by its subscription to the capital of the Fund (its quota) and by such credits 
it undertakes to provide through specific or general arrangements the Fund 
makes to borrow additional resources. 

My own view is that the best way to provide for a supplementary growth 
of reserves and to diminish the excessive dependence on gold is through a 
composite standard of gold and reserve units. The reserve units would be 
created by the Group of Ten by depositing their own currencies with the In- 
ternational Monetary Fund, in agreed amounts, receiving in return an equiva- 
lent credit in reserve units. Thus, the reserve unit, equal to one gold dollar, 
would be comprised of the currencies of all of the large industrial countries. 
Once the system has been fully established, all of the participants would un- 
dertake to hold reserve units up to a stated proportion of their holdings of 
gold—say, one-half as much in reserve units as in gold—and would convert 
their currencies in transactions with each other in this ratio of two-thirds gold 
and one-third reserve units. Gold transactions of participating countries with 
the rest of the world would be on joint account, in much the same way as the 
gold pool is now operated. , 

I do not regard such a system as diminishing the role of dollars in world 
trade and investment or as a form of reserves. Participating countries that 
hold dollars would undertake not to convert them into gold until the increase 
of reserve units had reached the stage where they hold the prescribed ratio 
in reserve holdings—one-half as much reserve units as gold. The dollar has 
been successful in competing with gold as a form of reserves because it is a 
liquid asset of the highest security that yields a return of over 3.5 percent or 
more. I can see no reason for assuming that its competitive position will not 
‘become even stronger relative to a composite standard of gold and reserve 
units. Dewey Daane’s criticism seems to be directed toward a form of this 
proposal put forward by France. It is by no means the same as my own pro- 
posal. 

The composite gold standard I have proposed is a natural outgrowth of the 
system of swaps that the United States and other large industrial countries 
now have with each other which amount to about $5 billion (in both direc- 
tions). These swaps are now available on a bilateral basis. Not all of them 
can always be used, because some of the participating countries may have 
payments difficulties and because even the currencies of some surplus coun- 
tries cannot be used in exchange market operations—although they can be 
used in reserve settlements with such countries. Furthermore, the swaps are 
short-term credits that must be reversed in periods of three months to a year. 
What I am proposing is the simultaneous activation of these swaps by depos- 
iting the currencies with the International Monetary Fund and designating 
them as reserve units. Thus, all of the currencies in the swaps would be fully 
utilizable for international settlements, Furthermore, instead of the uncertain- 
ty regarding conversion of currencies into gold and the need to persuade 
t 
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countries to take special nonmarketable securities denominated in dollars or 
in foreign currencies, all participants would convert their currencies partly in 
gold and partly in reserve units. This seems to me an efficient development of 
the arrangements initiated by the Treasury and the Federal Reserve. 

Mr. Polak has objected that such a plan for the creation of reserve units is 
unethical. In fact, the problem that confronts us is not an ethical but a prag- 
matic one. The composite gold standard is a method of providing for an or- 
derly growth of reserves and of diminishing the excessive dependence of the 
international monetary system on gold. About 86 percent of the gold reserves 
of the world are held by the large industrial countries. They are the countries 
that are responsive to the growth of reserves, The underdeveloped countries 
hold limited reserves in foreign exchange and even less in gold because they 
cannot afford to invest resources in this form. Far from prejudicing their in- 
terests, the strengthening of the international monetary system is the best as- 
surance they have that foreign investment and foreign aid can be increased to 
meet their needs. 

The composite gold standard does not provide for the creation of real re- 
sources for the benefit of the large industrial countries, as Mr. Polak charges. 
These reserves are not intended to increase their imports relative to their ex- 
ports. The reserve units are created to be held. It is true that countries would 
be able to finance deficits in their balance of payments for a somewhat longer 
period; but they would be expected to restore their reserve position as soon as 
possible. I am against linking the creation of reserves with the provision of 
real resources, either for the industrial countries or the underdeveloped coun- 
tries. This is a point quite properly made by Professor Machlup, 

I dispute the view that the creation of reserves by the Fund and used by 
the World Bank for development loans would be beneficial to the underdevel- 
oped countries. The loans would not increase their reserves, because they 
would be spent. Nor would such loans increase the aggregate real resources 
for development. The reserves that could be created through the Fund’s in- 
vestment operations would amount to about $800 million a year—a small 
fraction of what is now available from grants and credits. The United States 
argues, with more or less conviction, that the adverse effect of its aid on the 
balance of payments is negligible. With the system proposed by Jacques 
Polak it would be difficult to contest the view that if the United States gave 
less aid it would be able to earn more of the reserves created by the Fund’s 
investment operations and channeled through the World Bank, I think that 
countries with a payments deficit—and they include two of the largest do- 
nors—might feel impelled to reduce their aid in order to give it by way of a 
balance-of-payments surplus. 

I am in favor of providing for the capital needs and the reserve needs of 
the underdeveloped countries. I believe their capital needs can be best met by 
increasing the amount of aid now given to the underdeveloped countries, not 
only by the United States, but by other high-income countries. I believe that 
the reserve needs of the underdeveloped countries can best be met by provid- 
ing better facilities for reserve credit through the Fund, including an im- 
proved system of compensatory credits to offset fluctuations in export re- 
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ceipts. The evolution of the international monetary system requires the crea- 
tion of a new reserve asset. No good and much harm can come of linking the 
creation of this reserve asset with the provision of investment capital for the 
underdeveloped countries. 


Mitton GrLBERT: The report of the Group of Ten and that 
of the Bellagio group have at least one thing in common: neither of them 
presents an agreed view on what the changes in the international monetary 
system should be. The reason for this is that economists—since economists 
were responsible for both reports—do not agree on what the problems of the 
system are. Inevitably, they do not agree on the solutions. It does no good to 
suggest, as the Bellagio report does, that there is some useful consensus in the 
fact that all participants want some change or other in the system, when 
these changes go in opposite directions. In this situation everyone’s satisfac- 
tion is apt to be maximized by no change at all, While modifications of the 
arrangements in the system are none the less likely, I believe they will come 
through ad hoc decisions to meet practical problems rather than through ac- 
ceptance of this or that idealized model. As the system has evolved in this 
way up to the present, I am not aghast that it should continue to do so in the 
future. 

The question I want to raise here, however, is what we are to make of the 
wide diversity of views among economists about the international monetary 
system. In the Bellagio report, the views of the thirty-two participants have 
been fitted into four groups (with variants), each of which represents a quite 
different conception of the model of the system. This is rather arbitrary, of 
course; there might just as easily have been ten groups. One may ask, howev- 
er, how economists line up behind these models. 

"The basic split that one must start with, it seems to me, is into two groups: 
those who believe in the flexible use of monetary and fiscal policy to help in 
achieving the objectives of full employment, price stability, and external bal- 
ance, and those who distrust government discretion, and would therefore limit 
policy to rather inflexible rules. There is really no reconciliation possible be- 
tween these two viewpoints, and we must leave it that each group stays with- 
in its own world. Or I may say, perhaps, we stay in this world and they keep 
trying to create their own. 

How do economists divide on this question? If I think of those I know who 
are against discretionary use of policy instruments—in academic, government, 
or business positions—I can count them up on my fingers. Yet, in the clas- 
sification into four groups in the Bellagio report, they account for the semiau- 
tomatic gold standard system and part of the flexible exchange rates 
group; that is, flexible rates with no official intervention in the market. This 
seems to me to be gross overrepresentation. 

Let us take the “semiautomatic gold standard.” As you know, the idea here 
is that the authorities should hold only gold in official reserves and only inter- 
vene in the market with the resources provided by gold. What is more, do- 
mestic liquidity is to take the brunt of changes in gold reserves. By taking 
the element of truth in the rules of the game to such an extreme, they want to 
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give the external balance an overriding priority among objectives. As an ad- 
vocate of this system says in an appendix note, “this may sound a trifle old- 
fashioned.” č 

Of the thirty-two Bellagio economists, two support this system. That is 6 
percent of the group; but they get 25 percent of the plans analyzed. I sus- 
pect, however, that if you canvassed the whole membership of the American 
Economic Association you might'not find another one—I am sure in any case 
that they would make up only a fraction of 1 percent of economists. You see, 
therefore, that a random sample of economists would probably give a better 
reflection of contemporary thinking than the Bellagio thirty-two, since the 
probability of an advocate of this system turning up in the sample would be 
almost nil. 

At the other extreme, there is the system of pure flexible exchange rates; 
that is, no official intervention in the market. This system also gives top 
priority to external balance, though the impact of external changes on the do- 
mestic economy comes not through domestic liquidity but through the volume 
of real flows of goods, services, and capital. The report does not say how 
many of the participants support this system; perhaps there was just a place 
of honor left for Milton Friedman. I cannot imagine, however, that it is a 
plan with great appeal to members of our profession. As I agree with the crit- 
ical comments on this idea in the report, I may just stress one point about 
flexible rates. 

In terms of what the operation of the system would be like, it is very mis- 
leading to classify managed flexible rates (or a system with wider margins) 
as a variation of pure flexible rates. Once management of the market is al- 
lowed for, flexible rates would be much more a variation of pegged rates. The 
reason is that, before allowing the rate to move, the manager would have to 
face all the questions that are faced now. He must consider, for example, the 
importance of the currency involved; whether using some other policy instru- 
ment would be more appropriate; how confidence would be affected; what 
would happen in the forward market; and how real losses or gains would be 
imposed on various groups in the economy. It is not obvious to me that the 
advocates of managed flexible rates would have strong enough nerves to move 
the rate around very freely if they had the responsibility of doing so in the 
light of questions such as these. 

The other two plans set out in the report are called centralization of re- 
serves and multiple-currency reserves, either of which could mean a wide va- 
riety of things. I believe that such catchphrases give us very little guidance 
about what the next step should be. In this business one really has to read the 
fine print. I am sure also that progress cannot be made by trying to do things 
behind the veil of money that the countries do not want to do in real terms. 

These remarks are relevant to the system outlined in the report as “central- 
ization of reserves.” In my opinion, we are not going to get a system like 
that—at least not before 1984. I do not think that any country of the Ten 
would even begin a negotiation with such terms of reference. And they would 
not be rejecting it because they do not understand it, but rather because they 
do understand it. 
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Let me make one final point. Underlying much of the discussion of this 
subject there is an assumption that some functional relationship exists be- 
tween the total volume of official reserves and the volume of international 
transactions—some kind of international quantity theory of money. This idea 
must come either by analogy with the quantity theory of money for a partic- 
ular country or by simple observation of past trends. Neither of these can be 
adequate for us as economists. We must have a theoretical demonstration that 
establishes the relationship. And we do not have it. For this reason most of 
the talk about the adequacy or inadequacy of reserves, or of their required 
growth rates, or whether increases in reserves are haphazard, is not convinc- 
ing. : 

To illustrate, if the money supply of a given country were to double, we 
would all believe that there would be a whacking good rise in prices. If, on 
the other hand, the reserves of the Group of Ten were to double, we would be 
at a loss to say what the consequence would be. It is possible, indeed, that 
not much of anything would happen. And to the extent that something did 
happen, would it not be appropriate to say that economic affairs were not 
being particularly well managed? 

Neither the Group of Ten nor the Bellagio reports are quite explicit on this 
quantity theory assumption but it is not difficult to find frequent evidence of 
it. In the Group of Ten report there is a statement to the effect that at the 
present time there is no overall shortage of reserves, I once suggested to sev- 
eral of the Deputies, not entirely joking, that this statement should be 
amended to read that there was not at the present time an overall shortage of 
reserves—especially for countries in surplus. 

I do not mean to imply by all this that the reserves which a country has do 
not matter or that a country cannot be short of reserves. But it is à matter of 
what individual countries have and need rather than a matter of the total,’ 
and involves different considerations from those we would use in judging the 
domestic money supply. To see this one has only to consider the role of gold 
in the international financial system. Gold is a very liquid asset, but it only 
flows in relatively small amounts. If too much of it moves, there is an adverse 
effect on confidence. To a lesser extent the same is true of foreign exchange 
reserves. During the entire period of large deficit in Italy, lasting about 
fifteen months, only $200 million of gold was used by the authorities, while 
there was large use of Euro-dollar facilities, the IMF, and central bank as- 
sistance. 

It is evident that reserves and borrowing facilities must be adequate to 
maintain orderly conditions in the market, and at the same time they must be 
limited to keep any given country from continuously absorbing real resources 
from its neighbor. This is the inherent dilemma of the international monetary 
system, which can never be solved by a simple formula or to everybody’s sat- 

' isfaction. 
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The subject of this session is the “domestic implications of the 
evolving international monetary mechanism.” The word “evolving” 
seems rather unnecessary here, because the recent evolution of the in- 
ternational monetary system, though providing for larger and more eas- 
ily available credit facilities, has not changed the fundamental prob- 
lem. In essence, the system is one in which the national currencies used 
to transact international business are normally traded against each 
other in the exchange markets at fixed rates. While the authorities 
have considerable leeway to support the rate, by allowing fluctuations 
in reserves and by lending or borrowing from each other, they are con- 
tinually forced to give attention to securing external equilibrium. 
Hence, our question really is the implications for domestic objectives 
and use of policy instruments of the need to aim simultaneously at ex- 
ternal balance. To see both sides of the matter, however, we should 
also ask the complementary question of what are the implications for 
balance-of-payments policy of domestic economic objectives. 

First, a few words about policy objectives in Europe. These are, uni- 
versally, the familiar trio of full employment, price stability, and ex- 
ternal equilibrium. Among these objectives, full employment has a 
very high priority and tends to be defined with really minimum mar- 
gins of unemployment. One could not say, however, that it has an 
overriding priority, since this objective has been relaxed from time to 
time when needed to assure other aims. Price stability is a more fuzzy 
policy aim, partly because the variety of price indexes usually show 
divergent results and partly because of a resigned acceptance that 
some rise in the cost-of-living index is difficult to avoid in a full em- 
ployment economy. External equilibrium is also a rather nebulous ob- 
jective, because the concept itself is not clear cut. In fact, it is more 
meaningful to say that the operating objective is a fixed exchange pari- 
ty, with, at least, maintenance of gold and foreign exchange reserves. 

There is no doubt that fixed exchange rates have a high priority. In 
recent years, there have been no cases of conflict between fixed rates 
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and full employment—except marginally in Great Britain, where the 
stability of sterling was given priority. Faced with a conflict between 
pressure on resources and an external surplus, on the other hand, many 
countries have accepted some price inflation rather than revaluation 
when the external surplus was large, but acted fairly strongly against 
inflation when confronted with a moderate surplus or a deficit. 

As we are to discuss Europe’s policy experience of a given time and 
setting, there are two aspects of the recent economic background that 
must be stressed: 

1. The economic climate of Europe has been of a decidedly post- 
Keynesian character. For one thing, public investment demand has 
been high and constantly growing, so that there has been little tenden- 
cy for ex ante savings to outrun investment. For another thing, wages 
not only do not fall but persistently rise in wage round after wage 
round. These two forces, usually augmented by an external surplus, 
have meant a level of overall demand that has pushed — the ca- 
pacity of the economy. 

2. On the external side, Europe has been sheltered in K sense by the 
U.S. balance-of-payments “deficit. While this has contributed difficulties 
of its own, including that of inflationary pressure, it has made external 
deficits rare and the result of fairly obvious excesses, This has sim- 
plified the task of full employment policy but raised instead the prob- 
lem of curbing inflation against a balance-of-payments surplus. 

We may now consider recent developments in the countries where 
internal inflation was accompanied by an external deficit. 

Italy. In the Italian inflation of 1963 the authorities had no conflict 
between domestic and external stabilization policy; there were both ris- 
ing prices and an external deficit. 

After advancing rapidly from 1959 to 1961, the economy leveled off 
in the first half of 1962. With the external accounts apparently safe 
and reserves ample, the authorities pursued an expansionary policy 
line, particularly by accelerating public-sector investment. Towards 
the end of the year, however, there was an unexpected burst of wage 
increases that was to raise total wages by about 15 percent in 1963. 
Even though unemployment had been largely absorbed by this time 
the wage increases were the result primarily of negotiation rather than 
of free market forces and indeed cannot be understood apart from the 
political context of the time. 

These wage increases promptly produced an inflationary upsurge of 
prices and imports. This was due not so much to the direct effect of 
higher costs on prices as to the sheer impact of increased demand. The 
situation worsened as the year wore on, with the current account 
deficit for 1963 amounting to $900 million and the cost of living up by 
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about 8 percent. Confidence in the lira was impaired and a flight of 
funds added to the problem. 

The authorities did not react immediately to these developments. 
For one thing, the political situation was not one from which a strin- 
gent program of restraining measures could readily emerge and, for 
another, the problem itself came so suddenly that it took time to size it 
up. Another factor, perhaps, was that the external deficit up to Sep- 
tember, 1963, was largely financed by increased net foreign indebted- 
ness of the banks, which had been authorized in November, 1962, to 
help ease the internal monetary position. However, effective action 
began to take shape just after the summer and rather quickly led to a 
dramatic change in the situation. 

The initiative in the stabilization effort fell to the monetary authori- 
ties and, indeed,. monetary policy was the decisive factor in the pro- 
gram. Various steps were taken to slow down the expansion of credit 
from the supply side, an early measure being to require the banks to 
reduce their net borrowing from abroad, which meant that the external 
deficit itself contributed to tightening the monetary situation. A very . 
forceful tool, however, was the direct control the authorities had over 
all sizable extensions of credit by financial institutions and over new se- 
curity issues, which was used with telling effect to limit investment 
from the demand side. In the first nine months of 1963 bank credit to 
the private sector had increased by nearly 15 percent, while in the 
same period a year later it declined by about 5 percent. It is hard to 
imagine what level of interest rates and what lapse of time would have 
been needed under Italian conditions to have produced a comparable 
result by more classic techniques of monetary restraint. 

Credit restriction, reinforced later by measures of fiscal restraint, 
brought quick results. Little more than six months elapsed before the 
situation had decisively changed. The peak month for the external 
deficit was actually February, 1964; after April increasing surpluses 
were shown on both current and capital account. For the year 1964 im- 
ports will be no higher than the year before, while exports will have 
increased by over 15 percent. Thus, it is fortunate that the wage in- 
crease did not entail a strong cost-push on prices, which could have im- 
paired the competitive position of industry. 

Though wages were the key factor in the Italian difficulties, the au- 
thorities were unable to use wage policy to help manage the situation; 
instead an easier situation in the labor market and in production was_ 
required to dampen the inflationary flames. This worked so quickly on 
demand and the balance of payments that the first mild steps to ease 
restraint were started before the middle of 1964. 

The Netherlands. The inflationary difficulties which the Netherlands 
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has experienced in the past year have a superficial resemblance to 
those of Italy; a sudden and substantial rise in wages was followed by 
rising prices and a current account deficit. However, the underlying 
situation of the two countries was much different. 

As was the case in several other countries, there was a definite eas- 
ing of the boom in the Netherlands in 1962 and the restraints on bank 
credit were taken off early in 1963, though without any positive stimu- 
lating measures being introduced. However, expansionary forces gath- 
ered momentum in 1963, with exports being unexpectedly strong be- 
cause of inflation in some other countries and private investment again 
accelerating. . , 

Here was a new demand boom coming on top of an economy already 
operating at full capacity. There was, inevitably, tightness on the 
labor market. At the end of the summer the dam burst when several 
firms offered wages above the scales fixed in the general wage agree- 
ment. As a result of this break in wage controls, a new wage agreement 
bad to be negotiated in the autumn which provided for increases in pay 
scales averaging about 15 percent. Needless to say, no economy at full 
employment can take this kind of stimulus without inflation, which 
was reflected in rising prices and a current account deficit. 

In contrast to the Italian case, the eruption of wages in the Nether- 
lands must be attributed essentially to the market forces generated by 
excess demand. The Netherlands has well-developed wage-policy ma- 
chinery, which operates with the full cooperation of labor and employ- 
er organizations, but events demonstrated that such machinery cannot 
stand up to excessive demand pressure. Nonetheless, the fact of wage 
policy had an important bearing on the market reaction to the 
inflationary incident. There was no fear of a continuing wage-price spi- 
ral, no suspicion that the guilder was threatened, and no flight of capi- 
tal. Hence, the remedial action by the authorities could aim at- slowing 
down the boom rather than bringing it to an abrupt halt. 

As usual, the authorities were prompt in taking steps to bring order 
into the situation. In the monetary field, credit ceilings were reimposed 
on the banks, the discount rate was raised, consumer credit regulations 
were tightened, and a government loan in excess of needs was issued to 
drain funds from the economy. In addition, taxes on cigarettes and 
gasoline were raised to reduce consumer demand, public investment 
plans were reduced, and investment allowances and advanced amorti- 
zation were suspended to dampen private investment. As a result of 
these measures, the inflationary symptoms eased in the course of 1964. 

But here we must look at a further development which has some- 
times been conspicuous, sometimes just below the surface in much of 
European experience since convertibility. Both the external deficit and. 
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measures taken by the authorities led to a growing tightness of the in- 
ternal monetary situation and to a sharp rise in interest rates. As was 
anticipated, the banks were able to ease their liquidity position by 
repatriating short-term assets from abroad—which, in fact, served to 
finance the balance-of-payments deficit. To prevent this movement 
from going too far, the central bank ruled in July that the banks should 
not allow their foreign assets to fall significantly below their liabilities. 

The other development was less anticipated: as the yields on long- 
term securities got up towards 6 percent, they proved to be very at- 
tractive to foreign investors, who bought in such volume as to lower 
the rate below 5.5 percent. This capital import was not to the liking of 
the authorities, who felt rather that the Netherlands should be a capi- 
tal-exporting country. 

It is evident that this responsiveness of funds from abroad to inter- 
nal monetary restraint imposes a definite limitation on the use of 
monetary policy for strictly domestic purposes, 

We now turn to a few cases in which domestic inflationary pressures 
were accompanied by an external surplus. This was the typical situa- 
tion on the Continent up to 1963. 

France. In France two main influences led to the development of 
inflationary tensions. One was the ambitious growth target of 5.5 per- 
cent, which was strongly supported by fiscal means and credit facili- 
ties. The other was the external surplus, which fed internal liquidity 
and contributed to the build-up of demand forces. The result was a 
tight labor situation and evidence of inflation in wages and prices in 
1962. However, the pressures were greatly intensified by the repatria- 
tion of close to a million persons after the end of the war in Algeria. 
Their added buying power gave demand a decided jolt, particularly 
felt on the housing market and on foods and light consumer goods. 
Thus, by the beginning of 1963, inflation was a quite active force, 
which in the course of the year pushed up prices by 6 percent and sub- 
stantially reduced the current account surplus. 

While some measures were taken in 1962, it was in early 1963 that 
the authorities turned decisively to a policy of credit restraint. With- 
out increasing the discount rate at this time, they imposed a direct 
ceiling of 12 percent on the growth of bank credit for the year ahead. 
In addition, the banks’ compulsory assets ratio (coefficient de 
trésorerie) was further increased from 32 to 36 percent. These com- 
pulsory holdings of assets are made up partly of Treasury bills, while 
the remainder consists mostly of medium-term equipment credits 
which would otherwise be automatically rediscountable at the Bank of 
France. Finally, for the first time in about five years, the Treasury 
launched a long-term loan. These actions initiated a new policy line 
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aimed at keeping the growth of internal liquidity at about the. same 
pace as real output, regardless of the external surplus. 

However, these monetary measures were not quickly effective 
against the kind of inflationary psychology that had developed and by 
the late summer of 1963 stronger steps were necessary. A wide range 
of new stabilization measures was introduced which laid much empha- 
sis on controlling prices and retail margins, but included also action to 
reduce the budget deficit and to lower the credit ceiling to 10 percent. 

In addition, the Bank of France’s discount rate was raised in No- 
vember. It is significant, however, that this step had been preceded by 
measures which limited the scope for inflows of short-term capital. In 
April the banks had been prohibited from paying interest on nonresi- 
dent franc accounts, while in August stricter terms were imposed on 
foreign borrowing by franc-area residents. 

In 1964 the growth of demand and the pressure on prices abated 
and output leveled off. But wages have continued to rise excessively. 
Wages policy has up to-now been relatively successful only in re- 
straining the growth of wages in the public sector, though an attempt 
is being made in the Fifth Economic Plan to lay down guidelines for 
incomes generally. Meanwhile, the weight of policy restraint has nec- 
essarily fallen on total demand, backed up by extensive controls on 
prices. The banks’ compulsory assets ratio has been kept at 36 percent, 
except when eased for seasonal reasons, and bank liquidity has re- 
mained tight. In the first three-quarters of 1964 the banks’ monetary. 
and quasi-monetary liabilities increased by only 4.8 percent, against 8.9 
and 11.8 percent in the same periods of 1963 and 1962. However, the 
emphasis of restraint is gradually being shifted to the budget. 

Germany. After achieving a high degree of domestic and external 
equilibrium in late 1962 and early 1963, economic stability in Germany 
was increasingly threatened after the middle of the year. While this 
was partly due to a renewed advance in fixed investment, the much 
more important reason was a rising trend of exports stemming from 
inflation in neighboring countries. Superimposed on the growing export 
surplus, foreign purchases of German securities began to revive on a 
large scale. By the last quarter of 1963 the external surplus had swol- 
len to major proportions, carrying a definite inflationary threat for the 
months ahead. 

What to do about it was, however, a nice question. The authorities 
were not anxious to try monetary restraint in the face of the external 
surplus, as this course had proved abortive in 1959-60. So, apart from 
complaining about inflation abroad, they confined their reactions to 
measures designed to influence the movement of capital. In March, 
1964, in order to encourage the banks to export short-term funds, the 
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Bundesbank began once again to offer them swap facilities at below 
market rates. In addition, minimum reserve requirements against bank 
liabilities vis-à-vis nonresidents were raised to maximum levels, and 
the banks were forbidden to pay interest on foreign time deposits. To 
discourage foreign purchases of securities, the authorities proposed to 
introduce a 25 percent withholding tax on dividends of German bonds 
held by nonresidents. Finally, to encourage the flotation of foreign 
loans on the domestic capital market, the existing 2.5 percent tax on 
new security issues was to be abolished. 

These measures, as well as the restrictive policies being followed in 
other countries, fairly quickly brought the external surplus to man- 
ageable proportions, Thus, the authorities also found themselves with 
somewhat more scope for a tightening of credit at home. The first step 
in this direction was to raise reserve requirements as from August 1, 
1964, by 10 percent. A complementary step provided that the redis- 
count ceiling of any bank would be reduced by the same amount as 
any increase in its total foreign liabilities. Main reliance in stabilizing 
the economy is being placed on fiscal policy, which aims at keeping 
public expenditure in check. 

Switzerland, Since 1960 Switzerland’s continuing overall external 
surplus has primarily reflected large capital inflows, which contributed 
to the strong domestic demand pressures and to a big current account 
deficit. In dealing with this situation, the authorities for some time fol- 
lowed largely along their traditional line of policy. Interest rates were 
kept low in an effort to curb net inflows of capital as well as to resist 
cost inflation via higher mortgage rates, which are closely linked with 
rents and farm prices. Moreover, the Confederation continued to real- 
ize cash budget surpluses, which were sterilized mostly through the ac- 
quisition of foreign assets. In addition, foreign issues were permitted 
on the capital market insofar as these did not place undue upward 
pressure on interest rates. Finally, the authorities pursued a liberal 
policy with respect to the entry of foreign labor. 

It soon became clear, however, that further measures were needed. 
Already in August, 1960, in order to limit the entry of foreign funds, 
the authorities concluded a gentleman’s agreement with the banks 
whereby Swiss franc deposits by nonresidents could be accepted only 
at three months’ notice or more, without interest, and subject to a 
commission charge if at less than six months’ notice. In April, 1962, by 
which time a major investment boom was under way, a new type of do- 
mestic credit agreement was brought into force, requiring the banks to 
restrict the rise in ordinary and mortgage credits to a certain propor- 
tion of the increase in 1961 or 1960. | 

In 1963, as inflationary tensions mounted, the authorities began to 
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shift their tactics so as to deal more positively with excessive demand, 
In March they decided to restrict the entry of additional foreign labor, 
hoping in this way to curb both investment and consumption outlays. 
Then, in the summer, when interest rates came under some pressure, 
the National Bank acceded to a rise in the rate on medium-term bank 
bonds, thus signaling further increases in longer-term interest rates. 

The Swiss stabilization efforts reached a climax in March, 1964, 
with the adoption of legislation designed to increase the government’s 
anti-inflationary powers. While in part this legislation merely made 
mandatory previous agreements with respect to domestic credit ceil- 
ings and the treatment of foreign funds, it went further by providing 
for these to apply also to nonbank financial institutions. It also led to 
the introduction of control over all capital issues and to a new ruling 
that the countervalue of new inflows of foreign funds, if not reinvested 
abroad, must be placed on special account with the National Bank. 
Other provisions enabled the government to make most new building 
subject to prior authorization and to retain the existing restrictions on 
the intake of foreign labor. Subsequently, in the spring and summer, 
the discount rate was adjusted upwards to market rates, credit ceilings 
were tightened and hire-purchase regulations made more restrictive. 

Since the middle of 1963 longer-term interest yields have risen by 
nearly 1 percent. While giving way to this movement, the authorities’ 
policy strategy, with heavy emphasis on selective restraints on invest- 
ment, has sought to moderate it. For despite the steps taken to safe- 
guard against inflows of foreign capital, the dilemma is that nothing 
stands in the way of repatriation of the huge volume of Swiss capital 
held abroad. The authorities recognize that the only obvious way 
around this difficulty is to obtain greater restraint through fiscal poli- 
cy, where, as so often, there are political factors to be resolved. ; 

United Kingdom. The United Kingdom is in the midst of balance- 
of-payments difficulties and, since one cannot anticipate how quickly 
the measures taken will restore balance, the current situation is 
difficult to talk about. However, as there have been similar episodes in 
the past decade, there is point in looking at the United Kingdom’s ex- 
perience over a longer period. 

It is evident that the difference in the experience of the United 
Kingdom from that of the continental countries since, say, 1955 is in- 
dicative of quite different underlying conditions. Besides the present, 
there have been balance-of-payments troubles on three other occa- 
sions—in 1955, 1957, and 1961. These did not come from a sudden erup- 
tion of wages or highly excessive demand, such as we have seen in 
continental examples. In essence, it was rather that exports have not 
been dynamic and were continually outpaced by imports whenever do- 
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mestic expansion was allowed to gain reasonable momentum. In conse- 
quence, a policy of restraint has often been necessary and the average 
rate of growth has been low. Thus, the U.K. dilemma has been how to 
get reasonable growth in the face of external weakness. 

The problem was, therefore, rather similar to that of the United 
States since 1958, except that the United Kingdom has not had a high 
rate of unemployment. Neither has it had the possibility of financing a 
continuing deficit. The United Kingdom differed also in being prepared 
to use monetary and fiscal policy with considerable flexibility; but 
while these instruments produced good short-term results, the longer- 
term dilemma has persisted. 

From the point of view of a static analysis, one may say that the 
comparative cost levels gave industry on the Continent a competitive 
edge in international markets that made exports a dynamic factor in 
expansion, while the United Kingdom had a constant struggle against 
an inadequate growth of exports. Less obvious, however, is why a basic 
adjustment, both of the domestic economic structure and the balance- 
of-payments potential, failed to materialize over so long a period, espe- 
cially as there was inflation on the Continent. Must one conclude that 
the mechanism of adjustment does not operate sufficiently in a modern 
industrial economy, or was there an independent factor which inter- 
fered with its functioning? 

In our view there was an impediment to the adjustment process in- 
herent in the practice of wage negotiation and arbitration which tend- 
ed to prevent a basic improvement in the external competitive position, 
even in periods of demand restraint. Whereas real output over the past 
ten years increased at a rate of under 3 percent, hourly wage rates rose 
by about 4.5 percent, and hourly earnings by about 6 percent. Wages 
increased every year, even in years of recession, when there was 
significant ease in the labor market. 

While it was soon enough evident that this problem could not be 
managed by the usual policy instruments, the politicians had an under- 
standable reluctance to deal with the matter directly. It is to the credit 
of Mr. Selwyn Lloyd, Chancellor of the Exchequer at the time of the 
sterling crisis of 1961, that he had the courage to face this issue and to 
introduce incomes policy by a pause to wage increases. While he be- 
came a political martyr in the cause of effective policy management, the 
idea of incomes policy could not be brushed aside and has been recent- 
ly reaffirmed by the new government with a significant agreement 
signed by labor and industry as well as by the government. 

We have discussed the U.K. experience because it shows clearly 
another important aspect of the need for keeping the wage round con- 
sistent with the needs of the general economic situation. It is essential 
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in such a case of inadequate export growth to understand, as Mr. 
Lloyd did, what the point of the policy must be; namely, to hold back 
the tide of the wage round sufficiently so that the normal increase of 
productivity will lead to a more competitive position of costs and 
prices. Otherwise, there is the onus of wage policy without the benefit. 

We may now come back to the two questions with which we started 
to see what “implications” of the recent functioning of the economy 
emerge from European experience. To the extent that they have a 
rather new look, these implications result from the two forces pointed 
out in various cases; namely, the continuous rise in wages that seems 
to be inherent in the present negotiation process and the size and sensi- 
tivity of international capital movements that have been in evidence 
since the return to convertibility. 

We should say first that in Europe the aim of. the authorities has 
been to achieve the two goals of full employment and external balance 
together, without abandoning either one, though with some shift in 
priorities according to the demands of the situation. With regard to the 
objective of price stability, however, greater compromise has been nec- 
essary. Thus, it is primarily the use of policy instruments that has 
been changing rather than the conception of the basic objectives them- 
selves. 

There seem to us five points that deserve to be emphasized: 

1. The first is that there has been growing acceptance of, or groping 
towards, wages policy as an essential tool of economic management. 
This has come as a response to the fact of ever rising wages, at a rate 
not very closely related to the state of demand and not easily subject 
to control via the usual instruments of monetary and fiscal policy. 
Wages policy has been found necessary for meeting domestic aims 
alone as well as for minimizing the conflict between domestic and ex- 
ternal objectives. Needless to say, effective wages policy must rest 
upon appropriate management of total demand. 

2. Second, it has been found necessary to recognize, also with re- 
spect to domestic policy, that the use of monetary measures has had to 
be limited and adapted to what is consistent with the external position. 
In practice, this has meant giving a degree of priority in monetary pol- 
icy to the external side and to finding ways of managing the rate of 
credit expansion without relying wholly on interest rates. 

3. This limitation on the range over which monetary measures could 
be used has itself led to more flexible use of fiscal instruments for do- 
mestic purposes in cases of conflict between internal and external ob- 
jectives. Forceful tax measures have been used frequently in this con- 
nection, not only to manage overall demand, but to influence specific 
categories of demand. Equally important, however, has been direct 
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changes in the volume of public-sector investment as a restraining or 
stimulating device. 

4. Turning to the implications for balance-of-payments adjustment 
of a conflict of objectives, experience in Europe has shown wide use of 
specific measures to help correct the external disequilibrium directly, 
and thereby to relieve the domestic economy of some of the burden of 
adjustment. We have mentioned, in particular, measures taken to 
influence the inflow or outflow of capital funds of both domestic and 
foreign ownership. Other measures that have been used for this pur- 
pose include government debt prepayment, government current trans- 
actions, and changes in tariff rates. 

5. The final implication to which we want to draw attention is, how- 
ever, that a full reconciliation of objectives has not been found feasi- 
ble, so that some adaptation of domestic costs and prices to the exter- 
nal position could not be avoided. This, indeed, has been a basic factor 
in the inflationary tendency in continental Europe in recent years, re- 
luctantly acceded to as inherent in the adjustment process. It is for 
this reason that we said above that the aim of price stability has not 
been held as firmly as the other objectives, for it has been generally 
recognized that to resist all adaptation of costs and prices would mean 
perpetuating the external imbalance. 

To conclude, it has been by inventing and adapting policy instru- 
ments that the European countries have sought workable domestic and 
external equilibrium with a minimum of conflict. While this has at 
times meant some limitation on the conception of convertibility, it has 
also meant recognizing that convertibility has its own logic in the use 
of policy tools for domestic objectives. We have not discussed the li- 
quidity aspect of the international payments system as being outside 
our subject. The past few years have shown, however, that the difficult 
problems lie in the use of policy instruments for adjustment purposes 
and in assessing mutual adjustment responsibilities rather than in mo- 
bilizing liquidity in cases of need. 
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I find this an elusive subject for a number of reasons, one of which 
is the difficulty of defining the international monetary system. 

Where does the international monetary system leave off and the do- 
mestic monetary system or domestic economic policy begin? We may 
say that the international monetary system is the system by which the 
quantities of different kinds of money that people want to hold and the 
quantities of different kinds of money available are adjusted to each 
other. If this is the definition, then what we commonly call domestic 
economic policy is a main component of the system. Even if we confine 
ourselves to the system by which the supply and demand for foreign 
currencies are adjusted to each other, domestic policy is a large part of 
that system. Wasn’t the recent tax cut a measure of international 
monetary policy? Would a description of the present international 
monetary system have as one of its features that a country in the in- 
ternational and domestic position of the United States in 1964 should 
cut taxes? I suppose so. 

It is difficult to draw a line between the international system and do- 
mestic policy because on the one hand there are hardly any important 
policies that are purely domestic in their effects and on the other hand 
there are hardly any important policies that are not mainly domestic 

„or national in the responsibility for them and in their motivation. I 
think a good deal of the problem with which we are concerned here is 
wrapped up in this fact. 

However, in order to conform to the title of our session and to avoid 
enmeshing myself in a general equilibrium system that I could not 
handle, I will adopt a certain definition of the international monetary 
system. I mean by the international monetary system as it now is 
evolving the arrangements by which some governments or treasuries or 
central banks extend credit to others for reasons other than the direct 
return on the investment. The nature of this system consists of the 
amounts of credit that will be extended, the circumstances, terms, and 
conditions on which it will be extended, and the institutional arrange- 
ments by which all of this is determined. The evolution of the system 
is the evolution of these characteristics. 

200 
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I shall return later to the question of the reasons why some govern- 
ments extend credit to others. The general reason for extending credit 
is to influence the borrower’s behavior in a certain way, presumably in 
a way that is to the interest of the lender. The amounts, terms, and 
conditions are set by the lender on his side in a way that he thinks will 
influence the borrower to behave in a way that the lender prefers. This 
does not mean that the system operates to the disadvantage of the bor- 
rower. The borrower does not have to borrow; he borrows in order to 
be able to follow a policy that he prefers to any of the options that he 
would have available if he did not borrow. The borrower may consider 
that he would be still better off with more credit on longer terms and 
easier conditions, but the lender will not extend such credit if he thinks 
the result will be borrower policy that he does not prefer. 

This description of the system may suggest that the lender is in the 
driver’s seat, because he decides whether to lend and on what terms. 
But this is not necessarily the case. The borrower may get closer to the 
situation he prefers than the lender does. The lender has the power to 
lend or not. The borrower has the power to choose among a number of 
policies that have different consequences for the lender, and may con- 
front the lender with alternatives that force him to lend. For example, 
suppose that the potential lender says to the potential borrower: “I 
would prefer that you cut your foreign aid programs rather than bor- 
row from me.” The potential borrower may reply: “I would prefer to 
borrow from you, but if you will not lend to me I will devalue rather 
than cut my foreign aid.” If the potential lender believes this and if he 
prefers to lend rather than see his partner devalue, he will end up ex- 
tending credit, even though he would have preferred something else. 

To describe the system as it exists at any time is difficult. The de- 
scription will not be found written down in the charter of the Interna- 
tional Monetary Fund or anywhere else. The system consists of what 
the officials of about ten governments will do. They reserve ultimate 
discretion to themselves, do not tell anyone how they will use it, and 
perhaps cannot tell anyone how they will use it without giving up their 
discretion. 

I do not think we can even say how much international credit is 
available under the present system. We know how much credit govern- 
ments have said they will or may make available. But the amount of 
credit that governments can extend in their own currencies is certainly 
much larger; as far as I can see it is legally and technically unlimited, 
and we do not know how far governments will go. 

Neither do we know much about the conditions on which credit will 
be extended. We all remember the flow of travelers returning from Zu- 
rich who told us that the Europeans would not give us more credit un- 
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less the U.S. balanced its government budget. Apparently this was a 
wrong description of the system, because we did not balance the budg- 
et and we continued to receive credit. 

Perhaps something more can be learned about the system from its 
actual behavior, but even this gives only weak clues. Recently, when 
the pound was under severe pressure, in danger of devaluation, and 
after British bank rate had been raised from 5 percent to 7 percent, 
other countries announced a $3 billion line of credit for Britain. Does 
this mean that the system will provide credit whenever the pound is 
under severe pressure, or only after bank rate has been raised to 7 per- 
cent? We do not know which of the actions taken are required by the 
system, which are taken because they are believed to be required by 
the system, and which are taken independently. 

Some day a retired treasury official may tell us what went on in the 
Paris and Basle Clubs and we will know what the system was like for a: 
time. Until then, description of the system by an outsider must be spec- 
ulative and impressionistic. 

With these warnings, I would suggest that the evolution of the post- 
war international monetary system can be divided into three stages. 
The first was the Bretton Woods period. The second, beginning in 
about 1958 and beginning to fade out in about 1961, may be called the 
period of hard money. The third, in which we still are, I would call the 
period of credit extension. 

By the Bretton Woods period I mean not the period of the IMF, 
which of course still continues, but the period of a certain philosophy 
of the system. This philosophy has hardly been applied in practice be- 
cause during most of the period when it was the standard philosophy 
the real world was dominated by recognized exceptions from it—the 
postwar transition and the special problems of less developed coun- 
tries. However, the Bretton Woods way of thinking is a convenient 
point of departure and may yet acquire practical importance. 

As I see it, the Bretton Woods philosophy implied a rather formal 
and limited extension of credit. Deficit countries would be given credit 
to avoid the necessity for temporary restrictive measures, except with 
respect to capital flows, or for short-run changes of exchange rates. 
But a large and long-continued flow of credit was not contemplated. If 
in the time permitted by moderate, temporary credits, equilibrium was 
not achieved, exchange rates were to be adjusted. The object of the en- 
terprise was to prevent a spiral of trade restrictions and deflation. But 
international extension of credit was not to bear the whole burden of 
achieving this object. The limited extension of credit was to be supple- 
mented by control of capital movements, anti-inflationary policy and 
devaluation of the currency. 
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The system depended on a certain set of preferences on the part of 
deficit and surplus countries. The potential lenders had to prefer de- 
valuation by the deficit countries to continued large-scale lending; oth- 
erwise they could be blackmailed into lending by a threat of the deficit 
country to devalue. The deficit country had to prefer devaluation to 
trade restriction. Otherwise one of the basic objectives—a liberal 
world trading system—would be endangered. 

The system exerted discipline against inflationary policy by deficit 
countries only by ruling out the option of continuing credits. This 
might confront the deficit country with the choice between anti- 
inflationary policy and devaluation, and might induce it to choose anti- 
inflation. In any case, the surplus countries were not obliged to finance 
the inflation of the deficit country and could limit its spread to them. 

When the postwar transition ended—say with the end of exchange 
controls in Europe in 1957 or 1958—and the time came to live by the 
Bretton. Woods philosophy, it appeared that we did not intend to do 
that. Exchange rate devaluation was demoted from its role as the 
standard adjuster of continuing disequilibrium. Restraint of interna- 
tional capital movements was also moved down in the scale of possible 
corrections until it also became a measure of nearly last resort. With 
devaluation and capital controls moved down in the scale of priorities, 
something had to come up. There were three general possibilities: 
more extension of credit, more restriction of international transactions, 
private or governmental, and tighter domestic monetary and fiscal pol- 
icies. As it turned out, monetary and fiscal restriction became the chief 
instrument that deficit countries were expected to use for adaptation. 

The system into which we entered was one where deficit countries: 
were expected not to devalue, not to control capital movements, and 
not to restrict imports or subsidize exports. At the same time the ex- 
tension of credit—and particularly the assurance of future cred- 
it—-was to be limited. This would force the deficit country to get its 
house in order, by monetary and fiscal restraint. 

There were undoubtedly many reasons for the difference between 
the system of the late 1950’s and the Bretton Woods philosophy. The 
main deficit country was the United States, and it was quite a different 
thing to consider the devaluation of the dollar than to talk about the 
devaluation of some unspecified currency which is one of fifty or sixty 
similar currencies of equal and small international importance. Also, 
the economic environment that we were looking at was quite different 
in 1958 than it had been in 1944, At the end of the war our standard 
picture of the peacetime economy was one plagued by unemployment 
and trade restrictions. The Bretton Woods philosophy focused on pre- 
venting a recurrence of this. By 1958, again with our usual over-the- 
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shoulder look, the big problem seemed to be inflation, whereas the 
maintenance of high employment and progress towards trade liberal- 
ism seemed reasonably assured. Moreover, the international financial 
system was in the hands of different people than fifteen years earlier, 
or in the hands of the same people grown more conservative and prac- 
tical. 

This was the heyday of discipline, which the disciplined not only ac- 
cepted but even welcomed. In the United States we were being told 
that we could not have a more expansive fiscal and monetary policy 
because of our balance-of-payments deficit, and that we should not try 
to increase the expansibility of the international financial system be- 
cause that might tempt us to have a more expansive fiscal and mone- 
tary policy. 

I am not here to criticize this view of the system. I think that a peri- 
od of anti-inflationary policy was good for the United States after 
1957, to increase the possibility of subsequently having high employ- 
ment without inflation. I also think it is sometimes useful to impose or 
accept outside limits on ourselves, even artificial ones, in order to save 
ourselves from our own folly. 

But this system probably could not last long, and in any event did 
not. The system assumed that deficit countries, if they could not ob- 
tain credit, would be unwilling to use any alternative other than inter- 
nal disinflationary or restrictive policy. But as persistent domestic res- 
traint became more irksome, the deficit countries—which means the 
United States and Great Britain—became more willing to use or con- 
template other measures. Restrictions of trade and capital movements 
became clear possibilities and even devaluation could not be definitely 
ruled out. This does not mean that plans were adopted which explicitly 
included either drastic restrictions of trade or capital, let alone devalu- 
ation. It means that the deficit country became willing to follow a 
course of domestic action which it wanted very much even at some risk . 
that the result would be to continue or enlarge the deficit and might be 
to force strict control of international transactions, or devaluation, if 
credit were not forthcoming. 

At the same time that this was happening—and I think at least part- 
ly because of it—the potential lenders discovered that it was really in 
their interest to lend. The potential lenders stand in a number of 
different relations to the deficit country. They sell to the deficit coun- 
try and compete with it in third markets. They may be receiving long- 
term capital from the deficit country. They have a political relation- 
ship which places a certain value on good will. Also the potential len- 
der must consider the possibility that it will sometime need to borrow 
from the country now in deficit. 
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For these reasons, the surplus countries lend. These reasons may not 
induce lending if the only alternative is that the deficit country follows 
a restrictive fiscal and monetary policy, especially if the lending deci- 
sions are made by people who tend always to think of financial restric- 
tion as a good thing. However, they do induce lending as an alternative 
to severe restrictions on trade and capital movements and probably 
especially as an alternative to devaluation. 

The United States took a few small steps to reduce its balance-of- ° 
payments deficit by measures restricting international trade beginning 
in 1960. U.S. government foreign aid was tied to purchases of U.S. 
goods, the government became much stricter in trying to cut its expen- 
ditures in foreign currencies, even at the cost of larger expenditures in 
dollars, and permissible duty-free imports by tourists were reduced. 
However, these steps only brought the United States closer to the level 
of restrictionism already common in other countries and were not re- 
garded as a departure from the prevailing international monetary sys- 
tem. 

In 1961, with the advent of an Administration dedicated to “Getting 
America moving again,” the United States began actively to seek ar- 
rangements for obtaining more international credit. This effort was 
highly successful. At the time the arrangements made were character- 
ized by some as stop-gap and gadgety. But concentration on the form 
may have distracted us from the simple and important points. We no 
longer accepted the existing limits of international credit as a 
beneficial restraint on us but would try to expand those limits. When 
tested, the elasticity of the international credit supply turned out to be 
large. 

The United States made a declaration of independence in 1963 with 
the proposal of a large tax cut. Reasons were offered for thinking that 
the tax cut would reduce the balance-of-payments deficit. This was a 
possible result, but a highly uncertain one. What was behind the tax 
cut was not a finding that it would assist the balance of payments but 
a decision to try to regain high employment even at a risk to the bal- 
ance of payments. If the balance of payments deteriorated, that situa- 
tion would have to be met in some other way than excessive unemploy- 
ment, And when the balance of payments turned worse, in the summer 
of 1963 we responded with the interest equalization tax, to restrict the 
outflow of capital, and with the announcement of our willingness, pre- 
viously in doubt, to borrow from the IMF. We have continued to re- 
- ceive credit, in the form of increasing accumulation of dollars in for- 
eign official ownership. 

I interpret the British as having made a similar declaration of inde- 
pendence, also in 1963, with a decision to try to accelerate their eco- 
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nomic growth. The means by which this decision was to be implement- 
ed have never been clear to me. However, the significant fact was the 
decision no longer to be inhibited, as they had been in the past, by fear 
of the balance of payments. When her international financial position 
deteriorated, in 1964, Britain reacted by imposing a surcharge on im- 
ports. And when the situation became critical, the big financial powers 
extended her credit. | 

Reporting on the aid to Britain earlier this month, an American 
newsmagazine said: “The huge sum that rescued the pound must be 
repaid within six months, and Britain’s creditors thus hold a de facto 
veto power over government policy. In effect they will insist that Brit- 
ain must regain solvency and international confidence before anything 
else is undertaken, including further expensive welfare schemes.” 

Perhaps reading this in Brazil was what made it seem so odd a con- 
clusion to me. Brazil certainly has plenty of creditors, but they have 
no veto power over her policy. Brazil’s creditors continue to lend to 
her, not because of confidence, but because of fear of the consequences 
of not lending. Britain’s creditors lent to her because they feared that 
otherwise Britain would have to devalue or give up convertibility. Is it 
credible that Britain’s creditors would not extend credit again if the 
alternative should be the same six months from now, or that the an- 
swer would depend on how many pairs of spectacles the British gov- 
ernment had given away free. 

Britain will not behave like Brazil. The reason will not be that Brit- 

ain’s creditors are more powerful or hardhearted than Brazil’s. The 
reason will be that the British understand the evils of inflation better 
than the Brazilians do. 
' The present situation among the major countries, as I see it, is that 
surplus countries will probably extend credit to deficit countries when 
necessary to prevent the deficit country from imposing exchange con- 
trols or other severe restrictions on trade and capital movements or de- 
valuing. However, this is only a probability, the formal commitment to 
extend credit being limited, and deficit countries have to consider the 
risk that the surplus countries will not lend. Nevertheless, deficit coun- 
tries will run this risk for the sake of serious objectives of national pol- 
icy. 

In this situation economic policy addressed primarily to domestic 
objectives has considerable freedom from the so-called “discipline” of 
the international financial system. How much freedom depends on how 
the deficit country evaluates the possibility that the surplus countries 
will not extend credit in a crisis or to forestall a crisis. It also depends 
on the willingness of deficit countries to adopt the measures that would 
become necessary if they bet on the availability of credit and lose. In 
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both respects the freedom of domestic economic policy has increased in 
recent years. The potential lenders of course maintain a posture of re- 
luctance, limiting their advance commitments in time and amount. But 
experience of the last few years suggests that nevertheless they will 
lend. Also experience suggests that deficit countries are more likely to 
restrict trade and capital movements than to foresake policies that are 
domestically important. The result may not be a great deal of such re- 
striction but more pressure on lenders to extend credit to prevent such 
restriction. 

Of course, some discipline remains because some risk to the deficit 
countries remains. Even though the risks are small, they will not be 
run for trivial reasons. The risks are probably greater for small deficit 
countries than for big ones. . 

If this interpretation of the system is correct—and I repeat what I 
said earlier about its tentative character—the international financial 
system will not significantly restrain us from what we strongly want to 
do. We should not fear that it will debar us from correct policies that 
we are determined to follow or hope that it will protect us from errors 
that we are determined to make. 


ARE THERE ENOUGH POLICY TOOLS? 


By Warren L. SMITH 
University of Michigan 


I. Introduction 


If I were asked to sketch the main features of the world economy as 
it exists today, with particular reference to the advanced industrial 
countries, I would describe the situation in the following way: 

1. Each country insists on the free exercise of its sovereign authori- 
ty to regulate its level of internal demand for the purpose of maintain- 
ing suitable economic conditions at home in terms of employment and 
the behavior of its internal price level. In addition, the idea of govern- 
mental responsibility for the attainment of a satisfactory rate of long- 
term economic growth is widely accepted, and some efforts are made to 
influence the composition of demand in favor of investment-type activ- 
ities as a means of accelerating growth. 

2. In many countries, fiscal policy is, as a practical matter, a rela- 
tively inflexible instrument, partly because of unsatisfactory adminis- 
trative arrangements and in some cases also because of outmoded and 
unenlightened views about budget deficits. Monetary policy is adminis- 
tratively more flexible, but, in practice, freedom to use it for domestic 
purposes has become increasingly limited by balance-of-payments con- 
siderations. 

3. Free international movement of goods and of capital as a means’ 
of achieving efficient use of resources is generally accepted as a goal, 
and substantial progress has been made in achieving it. In particular, 
since the advent of general currency convertibility in 1958, controls 
over the international flow of capital have been relaxed and investors 
have become increasingly inclined to shift funds internationally in re- 
sponse to differential changes in expected rates of return. 

4, Subject to some important qualifications to be discussed below, 
trade is conducted under a system of fixed exchange parities, with ac- 
tual exchange rates fluctuating only within very narrow limits around 
these parities. 

5. Countries hold limited supplies of monetary reserves in the form 
of gold, foreign exchange, and lines of credit at the IMF. The reserves 
available and potentially obtainable set a limit—albeit a somewhat 
elastic one-—on the cumulative size of a country’s balance-of-payments 
deficit. For this reason, each country operates subject to a balance-of- 
payments constraint—not in the sense that the balance of payments 
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must always be in equilibrium but in the sense that there is some limit 
on the size and duration of deficits that can be tolerated. There i is no 
corresponding limit for surpluses, 

Some of the features in the above list need to be spelled out a little 
more fully. First, with regard to the goal of internal stability (item 1 
above), countries are often said to seek the twin goals of “full employ- 
ment” and “price stability.” For some time, however, it has been get- 
ting increasingly clear that this way of describing the situation is quite 
out of touch with reality. Indeed, the concept of full employment, 
while perhaps useful as a slogan, is without precise meaning. A more 
accurate way to describe the situation is as follows: There is in each 
country a “trade-off” between employment (or unemployment) and 
price stability; that is, over a considerable range the more unemploy- 
ment is reduced by policies to expand aggregate demand the higher is 
the price that must be paid in terms of inflation. This relation holds 
primarily because of the tendency of money-wage increases to outstrip 
increases in productivity even under conditions of substantial unem- 
ployment. The trade-off varies from country to country, depending on 
the organization, traditions, and aggressiveness of the labor movement, 
the price policies followed by industry, and so on, and from time to 
time depending on the attendant circumstances. The trade-off may be 
influenced by policy measures—wage-price guideposts, incomes poli- 
cies, etc.—but I am not aware of any cases in which efforts to change 
it have been notably successful. Not only does the trade-off itself vary 
from country to country but so also do the relative weights attached to 
price stability and employment in the implicit social welfare functions 
that govern the behavior of the authorities responsible for economic 
policy in the various countries. As a consequence, to the extent that 
each country is left free to decide what combination of price inflation 
and employment to select from the many choices open to it, price trends 
may vary considerably from country to country.* 

The other feature that calls for further comment is exchange rate 
arrangements (item 4 above). Although, as indicated above, fixed ex- 
change rates appear to be one of the generally accepted goals of eco- 
nomic policy, we do not now have a system of really fixed rates. In- 
deed, the most serious difficulty with the present international moneta- 
ry system seems to lie in the area of exchange rate policy. The present 
arrangements, under which exchange rates are fixed within very nar- 
row limits at any particular time but are subject to readjustment from 

1 Much lip service is paid to price stability as a goal of national economic policy but in 
reality it is an extremely unrealistic objective, since no one is in fact willing to pay the 
price in terms of unemployment required to achieve it. And since it is a practically un- 


attainable goal for individual countries, it is obviously an unrealistic objective for the 
world as a whole. 
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time to time to correct “fundamental” disequilibria in national bal- 
ances of payments, seem ideally calculated to encourage speculation. 
Since opportunities for the investment of capital, viewed broadly, do 
not ordinarily vary widely as between major countries, even a mild 
suspicion that a country may devalue its currency can cause a specula- 
tive outflow of capital from that country. And, as more and more in- 
vestors become familiar with the possibilities of transferring capital 
internationally, it seems likely that the potential size of speculative 
capital flows will become even larger. The result is that most countries 
will entertain the possibility of devaluation only in the most dire emer- 
gency, but the threat is nevertheless sufficient to induce speculation. 
And there is always the possibility that speculation will exhaust a 
country’s reserves and force the devaluation that the speculators are 
hoping for. 

It does not strain reality very much to describe the world econom 
we seek to achieve as one in which (1) there is complete freedom in 
the international movement of goods and capital, (2) exchange rates 
are fixed, and (3) individual countries are free to use monetary and 
fiscal policy—primarily the former—to attain their domestic price 
and employment goals. And the system is subject to the constraint that 
each country possesses a limited supply of reserves with which to cover 
deficits in its balance of payments. 

The trouble with this system is that it is basically inconsistent. 
There are three possible ways of correcting a deficit or surplus through 
adjustment of the current account: through the use of trade or ex- 
change controls, through an adjustment of exchange rates, and through 
internal price and income changes. Since all of these violate the princi- 
ples of the system, they are ruled out. Consequently, when a country 
experiences a deficit, there is no assurance that the deficit will be elimi- 
nated before its limited supply of reserves is used up. And the 
difficulty is further compounded by the nature of the prevailing ex- 
change rate system under which a persistent deficit creates a fear of 
devaluation, possibly leading to a speculative outflow of capital and an 
unlimited self-generating expansion of the deficit. 

Thus, if the underlying principles are adhered to, there is no mecha- 
nism that can be depended upon to eliminate a balance-of-payments 
disequilibrium brought about by such disruptive forces as changes in 
tastes or technology. Beyond that, even if the system is in equilibrium 
to begin with, the diverse price trends inherent in the independent eco- 
nomic policies of the member countries may themselves in due course 
produce disequilibrium. 

Of course, the system has worked after a fashion—although the 
road has been pretty rocky, especially in view of the fact that only six 
years have elapsed since the restoration of convertibility in 1958. And 
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it has survived only because its fundamental principles have been vio- 
lated in various ways. 

1. The underlying principle of free movement of goods and capital 
has been compromised through the imposition of trade restrictions for 
balance-of-payments reasons by Canada in 1962 and the United King- 
dom in recent weeks. The United States has also persistently violated 
the principle by tying foreign aid, by discriminating in favor of Ameri- 
can suppliers in its defense procurement policies, and by the recent 
enactment of the so-called “Interest Equalization Tax.” 

2. Minor use has been made of exchange rate adjustments in the 
Dutch and German revaluations of March, 1961. Such adjustments, 
however, probably do more harm than good by weakening confidence 
in the overall stability of exchange rates and encouraging speculation. 

3. In practice, domestic monetary and fiscal policies have not been 
entirely unaffected by the balance-of-payments situation. In part, this 
is because, due to the less than perfect effectiveness of domestic mone- 
tary and fiscal tools, it has not always been feasible to offset complete- 
ly the automatic corrective effects of deficits and surpluses on internal 
demand. But beyond that, deficit countries have found it necessary to 
adapt their domestic policies to the exigencies of the balance of pay- 
ments—albeit reluctantly—when their international reserves have 
been seriously threatened. The leading example here is the United 
States, which has suffered from an unnecessarily high rate of unem- 
ployment and a resultant irrecoverable loss of output amounting per- 
haps to $150 billion in the last five years, partly as a result of its bal- 
ance-of-payments deficit. This has not been due, in my opinion, howev- 
er, to the fact that policies to expand aggregate demand have been held 
back by fear that they would worsen the trade balance. Rather it has 
been a result of the administrative inflexibility of fiscal policy (as a 
consequence, in part, of unenlightened views about budget deficits and 
growth of the public debt) combined with the fact that the need to 
avoid an accentuation of short-term capital outflows has acted as a 
significant constraint on monetary policy—the one flexible and accep- 
table instrument that might in the absence of the balance-of-payments 
constraint have been used to expand aggregate demand. No doubt sim- 
ilar considerations have to some extent operated in European countries 
to limit the use of restrictive monetary policies to check excessive 
inflation in the face of balance-of-payments surpluses, But it is quite 
clear that the system has an inherent deflationary bias. The limited 
supply of reserves sets some upper bound on the size of a nation’s cum- 
ulative deficit, whereas there is no equivalent upper bound to the size 
of a cumulative surplus and the associated expansion of monetary re- 
serves. 

Techniques of central bank cooperation through the use of currency 
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“swaps” and intervention in foreign exchange markets to deal with 
minor speculative crises have been progressively developed and 
refined. To deal with more serious crises—the most dramatic of which, 
to date, is the sterling crisis of recent weeks—massive supplies of for- 
eign exchange have been mobilized to support threatened currencies 
and combat the activities of speculators. Up to now, these efforts have 
been successful in fending off disaster, but the world lives in dread of a 
forced devaluation of sterling or the dollar, which would in all proba- 
bility create a state of international financial chaos from which recov- 
ery would be extremely difficult. Moreover, the present situation gives 
the opinions of international currency speculators an entirely dispro- 
portionate weight in the determination of economic policy. 

It seems clear that the present international economic arrangements 
are seriously defective. It is doubtful whether they can survive in their 
present form for very long. The question is: What changes should be 
made? In the extensive discussions of the international economy that 
have taken place in the last few years, much energy has been expended 
on the formulation of proposals for reform of the world’s monetary in- 
stitutions, and many ingenious schemes have been proposed. However, 
it is difficult for me to see how the mere establishment of an improved 
international banking arrangement for providing liquidity can be de- 
pended upon to yield a satisfactory solution to our problems as long as 
private international transactions are conducted by the use of national 
currencies whose exchange parities are felt to be subject to change. 
Even if gold were completely demonetized and official settlements be- 
tween countries were carried out by the transfer of credits on the 
books of a reformed IMF, the problem would remain. Suppose, for ex- 
ample, that under such an arrangement the United States were to run a 
substantial balance-of-payments deficit. The dollar would decline in 
foreign exchange markets, and foreign central banks would have to 
buy dollars to prevent the exchange rate from moving outside the pre- 
scribed limits. The dollars would be deposited with the IMF for credit 
to the other country’s account, and they would be debited to the U.S. 
account. If the latter account were to become exhausted, the United 
States would presumably have to arrange a loan from the IMF which 
would replenish its balance. As long as there was felt to be an effective 
limit to the credit line available, so that eventually devaluation (or di- 
rect controls) might have to be employed to correct the deficit, private 
investors would have essentially the same motive to speculate against 
the dollar as they have under the present system, and the speculation 
itself would help to exhaust the credit line. Since claims against the 
IMF would presumably be subject to an exchange guarantee, countries 
might be willing to extend sufficiently large credits through the IMF to 
make the effective supply of reserves available for meeting speculative 
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runs larger than it is at present. But there is no assurance that the fun- 
damental problem of speculation would be eliminated. 

Schemes to reform the financial system and increase the supply of 
monetary reserves can undoubtedly be of some help. But the more fun- 
damental need is to introduce some workable mechanism for restoring 
and maintaining balance-of-payments equilibrium. Can this be done 
more or less within the confines of the present system by making more 
flexible use of traditional policy instruments? Or are some fundamen- 
tal reforms of the system required, and if so, what reforms would be 
appropriate? These are the questions to which I shall devote the re- 
mainder of my paper. 


II. More Flexible Use of Monetary and Fiscal Measures 


I believe a considerable improvement in economic performance 
could be achieved within the framework of the present international 
monetary system if fiscal policy could be rendered substantially more 
flexible than it now is. For example, in the United States some ar- 
rangement, such as that proposed by the Commission on Money and 
Credit in its 1961 report or that recommended in the January, 1962, 
Annual Report of the Council of Economic Advisers, giving the Presi- 
dent discretionary authority to change personal income tax rates for 
countercyclical purposes would be very helpful. 

The idea would be to develop a policy arrangement under which the 
Western industrial countries would agree to rely on flexible fiscal poli- 
cy, implemented primarily through tax adjustments, to regulate inter- 
nal demand to achieve domestic goals. Monetary policy would then be 
assigned the task of maintaining balance-of-payments equilibrium by 
establishing interest rates at levels which would induce a sufficient 
inflow or outflow of private capital to cover the deficit or surplus on 
_ current account (including government military and foreign aid trans- 
actions) that would occur at target levels of income and employment. 
To be workable, such an arrangement would require that tax policy be 
rendered much more flexible than at present, not only in the United 
States, but in other countries as well. 

Machinery would need to be set up to provide careful international 
coordination of the monetary policies of participating countries. The 
objective would be to establish a matrix of interest rate differentials 
among countries which would be sufficient to achieve approximate 
overall equilibrium in the balance of payments of each country. Margi- 
nal adjustments would need to be made in interest rates from time to 
time to preserve equilibrium in the face of changes in underlying con- 
ditions. Strong efforts would be needed in order to avoid competitive 
increases in interest rates which would raise the general level of rates 
without contributing to the maintenance of payments equilibrium. It 
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would be highly desirable that steps be taken to increase the freedom 
of capital movements—especially of long-term funds—in order to 
niake capital flows adjust more sensitively to interest rate changes. 

Under such.a system, the mix of monetary and fiscal policies: would 
be used to achieve. internal arid external equilibrium simultaneously. 
If, for example, it was necessary to raise interest rates for balance-of- 
payments reasons, any undesired restrictive effects on internal demand. 
would be offset by a reduction in taxes. Fairly frequent adjustments in 
both monetary and fiscal policies would presumably be necessary. 
Since, at best, only an imperfect adjustment could be achieved, mone- 
tary reserves would, of course, continue to be needed. to deal with tem- 
porary balance-of-payments deficits. But, hopefully, persistent large 
deficits resulting in heavy drains on réservés could be avoided more 
and more effectively as accumulating experience led to increased skill 
in the use of the available policy instruments and in. the coordination 
of monetary policies. 

One of the objections to such an arrangement is that the use of the 
monetary-fiscal mix as a means of dealing with the balance of pay- 
ments precludes its use to regulate capital formation for economic 
growth. To enable the country to regulate capital formation and there- 
by influence growth in the face of the adjustments in interest rates 
that would be needed to maintain balance-of-payments equilibrium, a 
second flexible fiscal instrument could be introduced. The best possibil- 
ity for this purpose would probably be an investment tax credit, along 
the lines of the 7 percent credit introduced in the United States in the 
Revenue Act of 1962. Provision could be made for flexible adjustments 
of the rate of tax credit when such adjustments were deemed desira- 
ble—as, for example, to offset the restrictive effect on investment of a 
rise in domestic interest rates called for by balance-of-payments con- 
siderations. It is in principle possible to have—within limits at 
least—any desired level of investment in combination with any desired 
_ level of interest rates through appropriate use of fiscal incentives to 
shift the marginal efficiency of investment schedule. 

Would such an arrangement be feasible as a means of eliminating 
the contradictions in the present system? This I find difficult to judge. 
If price trends among participating countries diverged persistently 
leading to progtessively larger current account deficits and surpluses to 
be covered by interest-induced capital flows, the arrangement would in 
due time prove to be unworkable. Some supplementary efforts to coor- 
dinate other policies to prevent this would therefore be necessary. The 
possibilities of success seem sufficient to warrant consideration. Of 
course, the political difficulties of obtaining greater flexibility of fiscal 
policy aré undoubtedly substantial in some countries. But this problem 
will almost certainly have to be tackled anyway, because monetary 
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policy is already sufficiently hamstrung by the balance-of-payments 
problem to make it an ineffective instrument of domestic policy in 
many countries. More use will have to be made of fiscal policy to 
achieve domestic goals even if no effort is made to achieve such far- 
reaching international coordination of policies as that described above. 

This means of achieving balance-of-payments equilibrium would 
not, of course, be entirely optimal, because the equilibrating adjust- 
ments would occur entirely in the capital account. It should be remem- 
bered, however, that a balance-of-payments surplus is a form of na- 
tional investment, and a deficit is a form of disinvestment. If a country 
ran a persistent surplus, it could, in principle at least, use tax adjust- 
ments to trim its rate of domestic investment so as to achieve the de- 
sired overall division of national resources between consumption and 
capital formation. Similarly, a country having a persistent deficit could 
offset its adverse growth effects by employing a policy mix that would 
encourage domestic investment. Some inefficiency would nevertheless 
be present, because if domestic investment was viewed as more condu- 
cive to growth than an equal amount of accumulation of foreign 
claims, there would be no way to shift resources between the two. The 
current account surplus or deficit would be primarily determined by 
the level of overall domestic demand and there would be no policy in- 
strument available to change it. 


II. Approaches to Fundamental Reform of the System 


The arrangements outlined above would be a possible way of mak- 
ing the present system work more effectively by means of a much more 
flexible and sophisticated use of monetary and fiscal policies. If such 
an arrangement is unacceptable—or, after a trial, proved to be unwork- 
able—there are as far as I can see only two approaches to fundamen- 
tal reform: currency unification or the adoption of flexible exchange 
rates. Experience gives us strong reasons for believing that the first of 
these is definitely workable; however, it would involve a substantial 
cost that countries might well not be willing to pay. The second might 
involve a less serious cost but is less certain to work effectively. The 
two solutions could be combined in various ways. 

A. Currency Unification. One solution to the problem of lack of 
sufficient tools to achieve the desired goals would be through the es- 
tablishment of a unified currency system with absolutely and perman- 
ently fixed exchange rates. In this way, the balance-of-payments prob- 
lem could be eliminated entirely, but I shall argue that the price that 
would have to be paid to make such an arrangement acceptable and 
viable would be the surrender of sovereignty over monetary and fiscal 
policies by the nations involved to a central body. 

Under a fixed exchange rate system, individual countries would from 
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time to time experience structural balance-of-payments deficits result- 
ing from changes in tastes, technology, and so on, and some corrective 
mechanism would be necessary to restore external equilibrium in these 
cases. Since prices in industrial countries are characteristically rigid in 
a downward direction, deflation, which would serve primarily to create 
unemployment of labor and capital, is both an economically inap- 
propriate and politically unacceptable means of dealing with a bal- 
ance-of-payments deficit. Under modern conditions, the maintenance 
of high levels of employment and capacity utilization requires that 
such changes in relative prices as are needed to correct chronic bal- 
ance-of-payments disequilibria be accomplished primarily through 
price increases in surplus countries rather than price declines in deficit 
countries. In addition, as indicated earlier in this paper, the procedures 
of wage determination are such in most countries as to produce some 
inflationary tendencies at acceptable levels of unemployment. Thus, 
with fixed exchange rates it is necessary that the international mone- 
tary system have a moderate inflationary bias built into it. However, 
under fixed exchange rate systems in the past the pressure on deficit 
countries to eliminate deficits has been much stronger than the pres- 
sure on surplus countries to eliminate surpluses, so that such arrange- 
ménts have characteristically had a substantial deflationary bias. Un- 
less some means could be found to eliminate this bias, it is doubtful 
whether a fixed exchange rate system would be able to survive in the 
modern world. l 

By means of a thoroughgoing currency unification, however, it 
would be possible, in principle, to devise a fixed exchange rate system 


_ which would not have the deflationary bias that has characterized past 


arrangements of this kind. The banks in each country might agree to 
accept for deposit at par checks drawn on banks in all of the other 
countries. Thus, exchange rates would be absolutely fixed (with no 
margin of fluctuation). To simplify the bookkeeping, it would be desir- 
able to redefine the national units of account so as to permit all ex- 
change rates to be set equal to unity. The banks of each country would 
give credit in that country’s currency for all checks deposited, no mat- 
ter where the checks originated or in what currency they were denomi- 
nated. Each bank would send all checks denominated in other curren- 
cies to its central bank for collection. Settlements between central 
banks would be handled by reciprocal accounts, or, better yet, through 
an international clearing agency along the lines of our Federal Reserve 
Interdistrict Settlement Fund. All barriers impeding the free flow of 
capital among countries would be removed. 

The key characteristic of such an arrangement is that the central 
bank of each country would have an unlimited credit line with the cen- 
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tral banks of the other participating countries. The availability of un- 
limited credit would eliminate the deflationary bias that has ordinarily 
characterized fixed exchange rate systems. However, if each country 
was left free to pursue an independent monetary and fiscal policy, seri- 
ous difficulties might arise as a result of differences in economic struc- 
ture or policies among the various participating countries. Suppose, for 
example, that an important country chose to follow an inflationary do- 
mestic policy—perhaps because cost-push pressures on its price level 
made such a policy necessary for the achievement of the desired level 
of employment. The inflationary policy would tend to generate a bal- 
ance-of-payments deficit, through which the inflationary pressure 
would be transmitted to other countries. These countries could take 
domestic action to offset the inflationary pressures, but this would 
mean an enlargement of the inflating country’s balance-of-payments 
deficit, the counterpart of which would be a surplus in the consolidated 
balance of payments of the other countries. If the other countries did 
not wish to run surpluses in their balances of payments and thereby 
provide a flow of goods and services to meet the rapacious demands of 
the inflating country, their only recourse would be to inflate their own 
economies in pace. In other words, by following an inflationary policy, 
a single major country might be able to force the rest to choose be- 
‘tween balance-of-payments surpluses in its favor and domestic 
inflation. Thus, a fixed exchange rate system which provided unlimited 
automatic credits to deficit countries while leaving participants free to 
pursue independent national monetary and fiscal policies would proba- 
bly have an immoderate inflationary bias and would certainly be unac- 
ceptable. 

The necessary condition for currency unification to be workable is 
that the participating countries give up their sovereign authority to 
conduct independent monetary and fiscal policies directed at internal 
price and employment goals. Such policies would have to be conducted 
by a centralized monetary and fiscal authority charged with responsi- 
bility for internal stability for the group of countries as a whole. This 
centralized authority, in order to carry out its responsibilities effective- 
ly, would need to have sole power to regulate the supply of money and 
credit and to levy certain taxes and control certain categories of gov- 
ernment expenditures. Under such an arrangement, internal price and 
income changes and interest rate adjustments would take care of the 
balance-of-payments problems of the individual countries. The ar- 
rangement would be very similar to the internal monetary system of 
the United States, and balance-of-payments problems would presuma- 
bly no longer be a matter of concern. 

The price that would have to be paid for this arrangement would be 
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the loss of sovereignty over economic policy by the individual partici- 
pating countries; in this respect, their position would become similar 
to that of individual states or Federal Reserve districts in the United 
States. Thus, individual countries would no longer be able to choose 
their optimal levels of internal demand but would have to accept the 
levels that were associated with the overall policies judged by the cen- 
tral authorities to be appropriate for the group as a whole. In other 
words, some countries might find themselves in the position of de- 
pressed areas—a position very similar to that of a state like West Vir- 
ginia in the U.S. federal system. The central government could, of 
course, alleviate localized distress by programs of expenditures and tax 
incentives aimed at the stimulation of production and employment in 
depressed areas, just as the federal government is able to do in the 
United States. 

The above argument needs to be qualified a little. Actually, it would 
be possible for participating countries to engage to a limited extent in 
fiscal policy to stimulate or retard aggregate demand to influence their 
internal employment and price levels. However, monetary policy would 
have to be centralized, and countries would have to finance their 
deficits by selling their securities at interest rates that would make 
them acceptable to investors in the financial environment generated by 
the central monetary authorities. And, since they would not possess the 
power to create money, their securities would not be free of default 
risk; indeed, like the securities of our state governments, their rating 
would presumably depend on their financial condition. As a result, per- 
sistent deficit financing might be prohibitively difficult and expensive, 
especially for those countries in a depressed economic condition, for 
which it would be particularly important. In practice, it would no 
doubt be desirable for fiscal action to regulate demand to be conducted 
almost entirely by the central government, both because such action by 
the constituent members would prove to be difficult and costly and be- 
cause there might otherwise be troublesome competition in economic 
policy and serious difficulties in the proper coordination of fiscal and 
monetary policy. 

Since the power to create money is perhaps the fundamental element 
of national sovereignty, it would be difficult—although perhaps possi- 
ble—for the participating countries to carry out independent military 
and foreign policies, especially those involving heavy expenditures 
overseas for national security and economic aid to underdeveloped 
countries. With monetary sovereignty eliminated, the other elements of 
national sovereignty would probably wither away, with the corre- 
sponding powers being shifted to the central government. 

While currency unification might provide a satisfactory solution to 
the problems of economic policy, it would require, directly and indi- 
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rectly, such a sweeping surrender of the accepted and widely revered 
prerogatives of national sovereignty that it is hard to believe that it 
would be acceptable at the present time to many countries. The United 
States would be especially unlikely to be willing to accept it, given our 
sense of responsibility as the political and economic leader of the free 
world. 

B. A System of Flexible Exchange Rates. A second fundamental re- 
form that would eliminate the inconsistencies of the present system 
would be the adoption of a system of flexible exchange rates. This 
would, in principle, permit the participating countries to carry out in- 
dependent monetary and fiscal policies directed at the maintenance of 
adequate levels of internal demand, with exchange rates adjusting in 
such a way as to maintain balance-of-payments equilibrium. 

This is not the place for an extended discussion of the already hotly 
debated question of the merits of a system of flexible exchange rates. 
While I tend to be sympathetic to such an arrangement, I realize that 
it would be impossible to tell for sure how it-would work until it had 
been tried. Moreover, the prevailing views of important officials and 
men of affairs are generally so hostile to the idea that I judge its gener- 
al adoption to be impracticable. 

C. A Mixed System. The two solutions described above—currency 
unification and centralization of responsibility for monetary and fiscal 
policy on the one hand, and flexible exchange rates on the other—can 
be combined. According to the recent work on optimum currency 
areas, countries having close trading relations might properly be com- 
bined into blocs within which currencies would be unified.? It should 
be clearly recognized, in my opinion, that to be workable this would 
require the acceptance by the members of each bloc of a common cen- 
tralized monetary and fiscal policy. Then flexible exchange rates could 
be employed between the blocs—which would constitute areas between 
which trading relations were more limited. As an example, the coun- 
tries of Western Europe might constitute one bloc and the United 
States and the United Kingdom another, with a flexible exchange rate 
between the bloc currencies. A solution somewhat along these lines was 
suggested in the Brookings report on the U.S. balance of payments.® 

On the face of it, this sounds like a reasonable solution. However, I 
find it difficult to believe that, even in such an economically interrelat- 
ed area as Western Europe, individual countries would be willing to 
give up their historic sovereign power to control money, as would, in 
my judgment, be absolutely vital to the success of monetary 
unification. In many ways, monetary sovereignty lies at the very heart 


"See especially R. I. McKinnon, “Optimum World Monetary Arrangements and the 
Dual Currency System,” Banca Nazionale del Lavoro Quar. Rev., Dec., 1963, pp. 365-96. 

*W.S. Salant et al., The United States Balance of Payments in 1968 (Brookings Institu- 
tion, 1963), pp. 258-62. 
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of national sovereignty in all fields, including foreign and military 
affairs. Moreover, in strictly economic affairs, the countries may differ 
very substantially in their trade-offs between price stability and em- 
ployment, as well as in the weights they attach to these two competi- 
tive goals. This, too, might make them very cool toward accepting a 
group consensus with regard to monetary and fiscal policy. 


IV. Concluding Comments 


It seems to me that the present adjustable-peg exchange rate system 
is unworkable and has to be abandoned in favor of either firmly fixed 
rates or continuously flexible rates. I do not believe any of the pro- 
posed purely financial schemes for providing more reserves can be de- 
pended upon to shore up the present system and make it workable. 
The trouble is that with adjustable parities, the possible size of specu- 
lative runs is so vast—remember that the entire stock of private finan- 
cial claims denominated in a particular currency is potentially availa- 
ble to finance a run on that currency—that unlimited, or virtually un- 
limited, supplies of reserves are needed to provide firm assurance that 
a speculative run could not succeed in forcing a devaluation. 

What is vitally necessary is to introduce into the system some means 
of maintaining or restoring balance-of-payments equilibrium. Possibly 
this could be done by using monetary and fiscal policies in a flexible 
way to provide for a systematic offset of deficits and surpluses on cur- 
rent account with surpluses and deficits on private capital ac- 
count—with some limited interim reliance on monetary reserves while 
the necessary adjustments were being brought about. This would have 
to be done, of course, without any use of exchange-parity adjustments 
so that over a period of time the system would become one of reliable 
de facto exchange rate stability.* 

As I have indicated, the only other alternatives I can see are (1) 
currency unification combined with full unification of monetary and 
fiscal policies, (2) flexible exchange rates, or (3) some combination of 
the two. Of course, with suitable financial tinkering and ad koc adjust- 
ments, the present system may survive for many years, even without 
a basic reorientation of monetary and fiscal policy. But its deflationary 
bias and its basic instability seem inherent and likely to constitute a 
continuing element of weakness in the world economy that may be 
especially dangerous in times of crisis. 

‘I suppose there are other possible ways of making the present system work, such as 
the introduction of exchange or trade controls to be employed under accepted rules to deal 
with ‘balance-of-payments problems, However, I am convinced that such arrangements 


would prove in practice to be so cumbersome, unworkable, and subject to evasion and 
abuse that they would ultimately collapse under their own weight. 





DISCUSSION 


James C. Incram: Most of my remarks will pertain to Warren 
Smith’s paper, since his approach is closest to the one I would take. But first 
a brief comment on the papers by Stein and Gilbert-McClam. 

To Stein, the system consists of the intergovernmental credit arrangements 
through which deficits have been financed in recent years. The size and na- 
ture of these transactions depend essentially upon the play of power politics. 
What a nation can do with respect to domestic economic policy, or what it 
may be forced to do, depends upon its bargaining position and its willingness 
to take (or threaten to take) actions that are unpalatable to surplus coun- 
tries. If it is a good bargainer, the nation may obtain room to maneuver in 
domestic policy. As a description of what has been happening in the recent 
past, Stein’s account certainly rings true; national balance of payments have 
become a matter for political bargaining at the highest level. But there is not 
the slightest hint of an adjustment mechanism in this account, and little op- 
portunity to utilize economic analysis to specify directions or even limits of 
domestic policy. 

To Gilbert and McClam, the system consists essentially of an exchange 
market where currencies trade at fixed rates, with the external objective being 
the maintenance of fixed parities with no loss of exchange reserves. This ob- 
jective is clear cut, but the means of achieving it are not. Gilbert and Mc- 
Clam approvingly cite the BIS policy combination—tight money and easy 
fiscal policy for deficit countries with idle capacity; the opposite for surplus 
countries with inflationary pressure—but they do not investigate the extent to 
which such a policy combination would permit a nation to regulate aggregate 
demand and achieve both internal and external balance. 

The Gilbert-McClam summary of recent European experience contains lit- 
tle evidence that the BIS prescription is in fact being followed in Europe. The 
countries they describe have used a wide variety of devices and ad koc meas- 
ures to deal with their problems, including direct controls of various kinds. 
But the Europeans show no inclination to specify a set of rules which can 
then be systematically followed. Improvisation and expediency are the rules 
of this game and discretionary government controls the main instruments. 
(The United States has of course played the same game in recent years.) 

Smith has given us a valuable and forceful statement of the world mone- 
tary problem and the alternatives we have to choose from. I find his account an 
especially good point of departure because I agree with almost everything he 
says. One thing I do not agree with—or better, do not understand—is the 
sharp contrast he draws between the system of flexible monetary and fiscal 
policies described in Part II and the limiting case of currency unification. In 
both these cases, (1) trade and capital movements are substantially free, (2) 
exchange rates are fixed, (3) nations agree to devote monetary policy tothe 
maintenance of external balance, relying on a high interest-elasticity of port- 
folio capital movements, and (4) flexible fiscal policy is used to regulate ag- 
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gregate demand. With all these features common to both systems, I do not 
understand why Smith treats one system approvingly and dismisses the other 
on the ground that it requires an unacceptable surrender of national sover- 
eignty to a central authority. In the alternative Smith prefers, nations must 
agree to “coordinate” policies in various ways, and this coordination certainly 
involves limitations on domestic autonomy substantially similar to those 
which render currency unification unacceptable. Smith does not tell us what it 
is about the latter system that distinguishes it so drastically from the former 
and requires all that centralization of power and authority. 

I am not myself urging full currency unification; I am simply objecting to 
what I think is a misleading distinction. Smith emphasizes that currency 
unification would necessitate a sweeping transfer of sovereign authority over 
monetary and fiscal policies to a centralized authority which must have sole 
power to regulate credit and levy some taxes. The reason why Smith insists 
on centralization in this case may lie in his statement that: “The key charac- 
teristic of such an arrangement [currency unification] is that the central 
bank of each country would have an unlimited credit line with the central 
banks of the other participating countries.” If that were true, we would cer- 
tainly be in for trouble, but I do not see why such unlimited credit lines are 
any more necessary for currency unification than for the coordination case. 
Another reason the latter appears less demanding is that Smith has not told 
us how the objective of permanently fixed exchange rates is to be achieved 
when nations are simply coordinating policy. 

Turning now to the favored alternative of economic integration through co- 
ordination, I have three comments to make: 

1. One issue is whether significantly different fiscal policies can be used in 
the several nations. It is possible that in a world in which Smith’s assump- 
tions hold in full force—i.e., a fully integrated economy with rigid exchange 
rates—harmonization of fiscal policy would also be forced by the process of 
economic integration. Furthermore, even if separate fiscal policies prove feasi- 
ble, how much of an expansionary fiscal action would be washed out by 
monetary policy directed at external balance? For example, if a government 
deficit is programmed, with interest rates allowed to rise to attract external 
funds to cover any external deficit, rising interest rates will tend to offset the 
expansionary influence of the budget deficit. Can a net expansionary influence 
be achieved? Similarly for a surplus country, how much of a contractionary 
fiscal action will be counteracted by automatic monetary responses? Smith is 
cautiously optimistic, but study of this question is urgently needed. 

2. Another issue is whether a group of nations could create such complete 
confidence in the existing exchange parities that portfolio capital movements 
would become stabilizing instead of destabilizing. Smith does not tell us how 
permanently fixed exchange rates are to be achieved. Most people think such 

_a commitment is politically unacceptable, but speculation about political 
reactions would serve no useful purpose here. I will say only that nations 
might be less apprehensive about infringements on national autonomy if econ- 
omists could demonstrate that they could retain a considerable degree of con- 
trol over aggregate demand through fiscal policy. In assessing this matter, we 
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should not forget that even without the commitments in question nations do 
not have a free hand to conduct domestic policy. 

3. The most crucial question is whether any long-run forces exist in a fully 
integrated world to correct a payments imbalance. Smith observes regretfully 
that “equilibrating adjustments would occur entirely in the capital account.” 
I do not think this need be true. It now seems generally agreed that in the 
short run equilibrating shifts in secondary reserves of commercial banks and 
in other liquid assets can cover a balance-of-payment disturbance, given com- 
plete confidence in existing exchange rates. The long-run corrective is less 
clear, however. I think the most hopeful line of approach lies in applying re- 
cent work in monetary theory to international monetary adjustment. The 
influence of asset accumulation (wealth effects) and the influence of changes 
in the composition of a nation’s assets upon its expenditure patterns may pro- 
vide a basis for the long-run correction of payments imbalances, with the cor- 
rective influence operating on both capital and current account. Thus, as sur- 
plus countries acquire more assets, particularly liquid assets, individuals and 
firms will tend to restore portfolio balance by shifting to long-term assets, 
which shift may in turn involve a flow of long-term portfolio capital from 
surplus to deficit country. Households in the surplus country may also be in- 
duced to increase expenditure for current consumption as their wealth in- 
creases, and as absorption of goods and services increases the current account 
will tend to shift in an equilibrating direction. Opposite changes would be oc- 
curring in the deficit country. Such an adjustment process would be very slow 
and gradual, but the stock of wealth in Atlantic community countries is very 
large relative to any current account deficit that is likely to emerge in the cir- 
cumstances we are considering. If private portfolio capital movements could 
be made to move in an equilibrating direction, long swings in the payments 
positions of individual countries could be tolerated. 

If economic analysis can demonstrate that such a long-run corrective mech- 
anism for payments imbalances is compatible with some degree of national 
autonomy with respect to aggregate demand, political objections should be 
less severe. But economics has a very long way to go, and policy may turn in 
other directions. The interest equalization tax is a case in point. Gilbert and 
McClam observe that France recently “initiated a new policy line aimed at 
keeping the growth in internal liquidity at about the same pace as real out- 
put, regardless of the external surplus” (my italics). Such a policy will tend to 
block the corrective process suggested above. 


James Tostn: Our speakers have presented widely divergent views con- 
cerning the workability of present world monetary arrangements, Gilbert and 
McClam paint an optimistic picture of the system as it works in continental 
Europe. Exchange speculation is quickly contained; natural adjustments and 
national policies promptly correct imbalances in payments among European 
countries; at the same time, the governments succeed in sustaining full em- 
ployment and rapid economic growth. If they do not at the same time achieve 
the degree of price stability they espouse, still their rates of inflation are in 
practice quite tolerable in view of their other successes. 
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Viewing a wider monetary universe, Stein also concludes that international 
monetary arrangements are no obstacle to the successful pursuit of national 
economic and political objectives. He interprets the recent experience of the 
U.S. and the U.K. as demonstrating that, whatever policies they pursue, the 
deficit countries can force the surplus countries to extend them almost unlim- 
ited credit. 

Following these papers, Smith’s pessimism comes as an unpleasant shock, 
for he appears to prove with inexorable logic that the system cannot work. 
Since the other speakers claim to observe that it is in fact working, Smith’s 
logic may seem to place him in the posture of the scientists who proved by a 
priori reasoning that bumblebees cannot fly. In particular, although Mr. 
Smith and Mr. Stein both see asymmetry in the positions of deficit and sur- 
plus countries, Smith thinks that the surplus countries, not the deficit coun- 
tries, have all the bargaining power. 

So the issues are joined. I think much of the difference between Smith and 
Gilbert-McClam reflects the fact that the BIS speakers are concerned mainly 
with Europe while Smith is preoccupied with recent North American experi- 
ence. The difference between Stein and Smith is largely a difference in stand- 
ards of performance. To put it bluntly, Stein is much more satisfied with the 
recent record of the U.S. economy and with recent developments throughout 
the world in policies affecting trade and capital movements. It is one thing to 
ask of the international monetary system that it survive, that exchange rates 
be successfully defended, that cataclysmic deflations and inflations or drastic 
interferences with trade and commerce be avoided. It is quite another thing to 
ask, as Smith does, whether the system promotes the ends which are its ulti- 
mate raisons Q être. 

I cannot help wondering whether the European success, detailed by Gilbert 
and McClam, has not been underwritten by American deficits. As they them- 
selves recognize, when the aggregate monetary reserves of a group of coun- 
tries are increasing, they have little difficulty in managing the imbalances that 
arise within the group. Indeed, they even have the financial help of the great 
deficit country whenever one of the group, as Italy, runs into exchange 
difficulties. The European experience may have quite a different moral from 
the one the authors draw; their conclusion is that liquidity is not an impor- 
tant problem. Why not arrange things so that the whole world—not just Eu- 
rope—has in aggregate a significant positive annual net accretion of reserves? 
The adjustment process would be easier if the normal average payments posi- 
tion of a country were one of surplus rather than exact balance—or of deficit, 
as the disparate conservative methods of reckoning now tend to make it appear. 

I wish I could agree with Stein that the threat of devaluation is as potent a 
weapon for extracting credit from surplus countries as he makes it appear. 
The bargaining situation is complicated, and I agree that the surplus coun- 
tries do not want devaluation of the reserve currencies or for that matter any 
other measures that would impair their own competitive positions in world 
trade. But they know that the reserve currency countries abhor devaluation 
even more and have given many political hostages against it, The game seems 
to have worked out this way: In a speculative exchange crisis, sufficient 
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short-term credit will be available to defend currency parities. But long-term 
credit is not available. And the price of short-term accommodation is the 
adoption of measures that run counter to the domestic and foreign policy ob- 
jectives of the deficit countries. This was true for Canada as well as for the 
U.S, and the U.K. 

I cannot regard our tax cut as a declaration of independence of the bal- 
ance-of-payments constraint, From the European standpoint, measures which 
may diminish the U.S. trade surplus are not unwelcome. What they want- 
ed—and what they got along with the tax cut—was tighter U.S. monetary 
policy, higher U.S. interest rates. 

Given that convertibility has enforced greater international conformity of 
interest rates, the surplus countries have been able to call the tune as to the 
general level of rates. As Smith points out, this feature of the sys- 
tem—reliance on tighter monetary policy to deal both with inflation and with 
balance-of-payments deficits—tends to produce for the industrial world as a 
whole a mixture of fiscal and monetary policies which is unfavorable to growth. 

Even if Stein’s estimate of the strategic power of the threat of devaluation 
were correct, this could be on his own showing only a transient phenomenon. 
Both he and the other authors point out that the system is evolving into one 
in which major currency parities are unalterable, even in the face of “fun- 
damental disequilibrium.” As experience makes this clearer and clearer, the 
basic asymmetrical strength of the surplus countries, as described by Smith, 
will be inescapable. 

What are the prospects for making such a de facto single-currency system 
work for the major industrial countries? We may note that within the U.S. 
such a system makes its own interregional balance-of-payments compensa- 
tions, thanks to the existence of common national money and securities mar- 
kets. A region can “finance” an outflow of funds, due let us say to an import 
surplus, by private sales of securities to other regions. These are automatical- 
ly acceptable at their national market prices. This sort of finance also works 
between countries, as indicated by several examples in the Gilbert-McClam 
paper. 

But there is no corresponding trans-Atlantic market, and it is difficult to 
construct one so long as there are international discrepancies in marginal 
effciencies of capital and in the interest rates which mirror them. Indeed, one 
of the main problems of recent years has been that convertibility at unchange- 
able parities was suddenly introduced in a world where—partly because of 
the long absence of mobility of capital between nations—the discrepancies in 
rates of return on investment were rather large. It was just not reasonable to 
expect current account balances to adjust with any rapidity to the capital 
flows which these discrepancies could generate. 

In these circumstances, it seems to me, the obvious and most painless solu- 
tion is to compensate for these flows by intergovernmental lending in the op- 
posite direction. I think it is unfortunate that the monetary authorities of the 
various countries, both surplus and deficit, have not had the patience and vis- 
ion to adopt this solution. Ultimately, movements of real long-term capital 
would bring profit rates into closer conformity, and greater perfection of in- 
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ternational capital markets would then permit private transfers of securities 
to do a major part of the compensatory work. The alternative is to retard the 
international movement of capital by controls, discriminatory tax measures 
(like our own interest equalization tax and tax credit for domestic invest- 
ment), and the like. But these measures do nothing to eliminate the initial 
disequilibrium in the natural rates of interest of the various countries. And if 
they are permanent fixtures, they destroy one of the principal advantages of 
having a convertible one-currency system in the first place. 

If this difficult transitional problem could be resolved, I think that Smith’s 
picture may be unduly pessimistic. There are some adjustment mechanisms 
that can work in a firmly fixed parity system. They may take a long time, 
during which compensatory public or private finance must bridge the gap. 
While generous supplies of reserves and compensating credit do not perform 
the adjustments, they do buy the time during which orderly adjustments can 
occur without sacrificing basic policy objectives. The mechanisms include: 
differential rates of inflation between surplus and deficit areas, repatriation of 
income from previous capital outflows, equalization of profit rates and invest- 
ment attractions, changes in the structure of prices, production, and trade. So 
long as barriers to trade and capital movement, inherited from the past, still 
exist in surplus countries, their removal would help to restore balance in in- 
ternational payments while being a good thing in itself. The main danger in 
the present system, in my view, is that the participating countries do not have 
the patient long view necessary to permit these orderly processes of adjustment 
to work. 

Nor will they, as Smith points out, until they recognize a greater communi- 
ty of interest in the making of economic policy than they have so far. Clearly 
we are far from setting up the world economic government which, in Smith’s 
logic, is required to operate a single-currency system. But our countries can 
go further than they yet have. Consultation about policies has advanced in 
the OECD, where the members have gone so far as to agree to a collective 
_ target for economic growth for the decade. We must be more detailed and ex- 
plicit. If convertibility has made autonomous ‘national interest rate policies 
impossible, we can try to work out an agreed international interest rate policy 
which takes into account the positions of both deficit and surplus countries. 
We may as well face the fact that literal price stability cannot be achieved at 
all times by both deficit and surplus countries. Since deficit countries cannot 
in practice deflate their price levels, prices will have to rise in surplus coun- 
tries. This will mean a gradual rise in the world price level—the slower the 
process, the larger and longer the facilities that will be needed to finance 
deficits. In the absence of centralized supranational policy, the best we can 
hope is for a more explicit and symmetrical understanding of the rules of the 

game regarding the financing and adjusting obligations of surplus and deficit 
- countries. 





SURVEY RESEARCH: THREE SURVEYS: 
FINDINGS AND IMPLICATIONS FOR 
THEORY AND POLICY 


CONSUMER ASSET PREFERENCES* 


By Dorotuy S. PROJECTOR 
Board of Governors of the Federal Reserve System 


This paper is concerned with consumer preferences for different 
types of assets as shown by cross-section data on the composition of 
wealth held by families. The data pertain to December 31, 1962, and 
are from the Survey of Financial Characteristics of Consumers which 
was conducted for the Board of Governors of the Federal Reserve Sys- 
tem by the Census Bureau in the spring of 1963. 

The sample design of the Survey of Financial Characteristics pro- 
vides data especially suitable for an analysis of this kind. Families with 
large amounts of wealth were sampled at higher rates than is custom- 
ary in consumer surveys in order to provide averages more reliable 
than those usually obtained for the top wealth groups. For example, 23 
percent of those interviewed had wealth of $100,000 or more. Without 
differential sampling rates, it is estimated that only 2 percent would 
have had wealth of this size. As a result, means for the top wealth 
group, $500,000 or more, are based on about 280 cases and those for 
the $100,000-$499,999 group are based on about 320 cases. 

The first portion of the analysis deals with the broadest definition of 
wealth that seemed feasible under survey procedures. The analysis is 
in terms of six major components of wealth or net worth: own homes; 
automobiles; savings in the form of life insurance, annuities, and re- 
tirement plans; investment in businesses and professions; liquid assets 
(exclusive of currency); and investment assets—mainly stocks, mar- 
ketable bonds, and investment real estate. The debts secured by these 
assets have been deducted from the value of the assets.* 

The second part of the analysis is confined to consumer portfolio; 
that is, liquid and investment assets. While the ownership of a home 
and automobile and investment in one’s own business or profession are 
undoubtedly part of an individual’s wealth, it is doubtful that deci- 
sions regarding these investments are governed by the same factors as 

* The author is deeply indebted to Dorothy S. Brady and Gertrude S. Weiss for their 
guidance, encouragement, and criticism. 


*For a detailed definition of net worth and its components, see the Federal Reserve 
Bulletin for Mar., 1964, p. 290. 
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govern the choice among such assets as savings accounts, stocks, and 
bonds, A decision to shift wealth from one’s own business to another 
form of wealth, for example, may require changes in living patterns or 
occupation. Shifts among portfolio items can presumably be made 
more freely in response to changes in interest rates and prices. In this 
analysis of investment preferences, six major components are 
distinguished: checking accounts at banks; savings accounts; U.S. 
savings bonds; stocks; marketable bonds; and other investment as- 
sets. 

The analyses are directed towards determining the forms of wealth 
selected as wealth increases, or, in other words, consumer preferences 
among different forms of wealth and investment. The major tool for 
the analysis of consumer preferences is the elasticity of each compo- 
nent of wealth with respect to the size of net worth. For consumption 
goods, elasticities are generally computed in relation to income. For 
determining consumer preferences among different forms of wealth, 
the analogous relationship is with total net worth rather than with in- 
come.” The interpretation is similar: low elasticities are interpreted as 
indicating low preferences, analogous in the classification of consump- ` 
tion goods to necessities; high elasticities delineate the preferred 
choices, selected in greater amount as wealth (or income) increases, 
and referred to in describing consumption goods as luxuries. While the 
distinction between necessities and luxuries does not seem as appropri- 
ate in the investment as in the consumption field, differences in elastic- 
ities do serve to show the investment choices with high or low order of 
preference. 

The analyses deal with three age groups separately. Because the 
kind and amount of wealth accumulated are related to age, elasticities 
of wealth components without a control on age would reflect the effect 
of both age and wealth. The analyses presented here are based on pre- 
liminary tabulations. Review of the data suggests that for further 
analysis the 55 and over age group should be divided to show 65 and 
over as the top age group. 


Composition of Net Worth 


One way of expressing relationships between total net vorh and its 
components is in terms of shares; that is, the proportion of total net 
worth invested in the various components (Table 1). The share of 
wealth devoted to automobiles, life insurance, etc., and liquid assets 


* For example, John Spraos describes “An Engle-Type Curve for Cash,” The Manchester 
School of Economic and Social Studies, May, 1957, pp. 183-89, and J. S. Cramer describes 
“Ownership Elasticities of Durable Consumer Goods,” Rev. of Econ. Studies, Feb., 1958, 
pp. 87-96. Some theoretical aspects of expressing preferences i in terms of stocks are dis- 
cussed by Cramer in “A Dynamic Approach to the Theory of Consumer Demand,” Rev. 
of Econ. Studies, Feb., 1957, pp. 73-86. 
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decreases with level of wealth; the share devoted to businesses and in- 
vestment assets increases with wealth level; and the share devoted to 
homes first rises, then declines with level of wealth. The declining 
share of wealth devoted to automobiles, life insurance, and liquid as- 
sets implies elasticities of less than one at all wealth levels, or low lev- 
els of preference, while the increasing share devoted to businesses and 
investment assets implies elasticities greater than one at all wealth lev- 
els, or high levels of preference. 

That elasticities greater than one for businesses and investment as- 
sets necessarily lead to larger shares of total wealth as wealth increases 
is easily seen by a consideration of the definition of elasticity. For an 
elasticity to exceed one at any wealth level, the proportion of a dollar 
of additional wealth invested in, say, businesses—that is, the marginal 
propensity to hold that asset type—must exceed the proportion invest- 
ed in businesses before the dollar of wealth is added. This will neces- 
sarily lead to an increased share of total wealth invested in businesses 
at the higher wealth level. Similar considerations hold for elasticities 
less than one and the declining shares shown for automobiles, life in- 
surance, and liquid assets. 

The function used to describe the relation between family holdings 
of a particular asset and total wealth and to estimate elasticities was of 
the form y = ax’. Least squares estimating procedures were applied 
to the logarithmic transformation log y == log a + b log x. The esti- 
mated parameters log a and b are summarized in Table 3. The estimated 
parameter b is the elasticity of the particular asset with respect to total 
net worth. For example, for families headed by persons 55 years of age 
or more, holdings of liquid assets increase about 0.8 percent for every 
1 percent increase in wealth. The estimates of 5 are all many times their 
standard errors (shown in parentheses) and are all significant at the 
.01 level.’ l 

Consumer preferences for asset types as indicated by the ranking of 
elasticities have certain similarities across the three broad age groups. 

* Group data were used for fitting the equations. Families were grouped by the amount 
of their net worth and mean amounts of the various asset types were computed. The basic 
data used are shown in Table 1. Thus for the equation relating liquid assets to wealth, 
the x values were mean amounts of total net worth for all families in the various wealth 
groups; €g., $2,663 for young families in the $1,000-$4,999 net worth group. The y 
values were mean amounts of liquid assets for all families in the various groups; e.g., 
$2,663 multiplied by .23 equals $612 for families in the group just mentioned. The 
sions were weighted with the population weights (number of families) shown in Table A. 
The standard errors are also weighted estimates and were estimated in accordance with the 
model described by Lawrence R. Klein, Econometrics (Row, Peterson and Co., 1956), p. 
308. Estimates of standard errors under the alternative model described on p. 310 (using 
, the number of groups for W) yielded practically identical results. The inference that the 


b’s are significant at the .01 level is based on a two-tailed “t” test using the number of 
groups less two as the number of degrees of freedom available, 
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The following summary indicates the ranking from highest to lowest 
elasticity within each age group: 























Less than 35 35-54 55 and over 
Elasticity | Rank | Elasticity | Rank | Elasticity | Rank 

Investment assets. . 1.70 1 1.77 1 1.18 2 
Businesses............ 1.20 2 1.03 3 1.55 1 
Homes............... 1.04 3 1,04 2 1.00 3 
Liquid assets.......... -65 4 84 4 81 4 
Life insurance, etc..... .62 5 .62 5 66 5-6 
Automobiles.......... .36 6 44 6 66 5-6 








Thus the preference for investment assets and businesses is very 
strong in each age group and that for automobiles very weak. 

To analyze further these results, it is useful to recognize that owner- 
ship of some kinds of wealth—automobiles and own homes, for exam- 
ple—is widespread in the population, whereas other forms of 
wealth—such as investment assets and investment in one’s own busi- 
ness or profession—are less widely held and are owned more often by 
those in the top wealth groups. Hence, differences in the group means, 
which are the basis of the elasticity estimates, may reflect differences 
in the proportion of the group owning an asset as well as in the 
amounts owned by those who hold the asset. And differences in elastic- 
ities may be the result either of changes in proportions of families 
owning or of changes in amounts owned, or of both. 

The elasticities of the various assets with respect to wealth have, 
therefore, been separated into two additive components—mn, which is 
the part of the overall elasticity arising from changes in the propor- 
tion of families owning the asset type and m which is the wealth 
elasticity for families holding a particular asset type.‘ 

1 The overall elasticity » can be separated into the m and n components as follows. 


Assume that there are WV families classified into & groups, Ni, Na, - + - , Na, on the basis of 
their total wealth, +. Then 
SS mg 


WG 


is the mean wealth of the families in the jth wealth group. 
Assume that there are r asset types. Let Hms be the nbe of families in the jth wealth 
group holding asset type m and let the aggregate amount be Amy. Then ‘ 
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The parameters of the equations yielding the nı component are 
summarized in Table 4. The relation used to describe the proportion 
of families in various wealth groups holding a particular asset was 
of the form p = a-+ k(1 — e“). When x is very small, that is at low 
wealth levels, the expression (1 — e~*) is close to zero and the value 
of p is near a. As x increases the expression (1 — e“*) approaches one 
and the value of p approaches a + k, the saturation level of ownership. 

The parameters a and & were determined by inspection of graphs 
of the data points. For determining the c parameter, the equation was 
transformed as follows: 

Log. (a + k — p) — loge k = —cx, which is of the form y = rx. 
The transformed data points were plotted and estimates of c were 
determined from inspection of these graphs. The m: component was 
obtained by differentiating the equation p = a + k(1 —e™™) with re- 


spect to x and multiplying the result by > The resulting elasticity is 


xckhe* 





m = and is a function of x.° 


is the mean amount of asset m held by families in the jth wealth group who own asset m, and 
Hai 
N; Pai 
is the proportion of families in the jth wealth group who own asset m. It follows that: 
Ani = Any(D) pan j = 1,--+-,h. 
Differentiating this function with respect to z and multiplying through by x/Apy yields: 

















« d(Am) 2 dlm) , % d(An;(H)) 
Zi a day dG) a 
But 
Anj A mj 
An;(H) = Pi and faj = Zn) 
Therefore, 
_t Ami) 2 dloni) z _ d(ån(H)) 
Ans dla) fmi G(x) AmE) dla) 
Or 


n= m tn 


* The data used are shown in Tables 1 and 2. The $ values are the proportions shown 
in Table 2 and the x values, mean net worth in thousands of dollars for the groups 
shown in Table 1. With one or two exceptions the asymptote chosen (a -+ k) was the 
highest ownership rate reported for a particular asset type. In some cases—businesses, for 
example—this was the rate reported by the wealthiest families. In other cases—automo- 
biles, for example—ownership rates rose with wealth to a certain point and thereafter 
declined. The decline in ownership rates at high wealth levels is not reflected in the esti- 
mated equations. The a parameter was necessary for those asset types such as liquid assets 
and life insurance which are held by a high proportion of families with relatively small 
Poms o net worth in order to obtain a reasonable fit of the data points at low net 
wo ues. 
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The sı component of the overall elasticity has been computed for 
various wealth levels and is presented in Table 5. Two estimates of 
the overall elasticity n and of the nz component are presented. Esti- 
mate A of the overall elasticity for each asset type is the b parameter 
shown in Table 3 and discussed earlier. It is invariant with level of 
wealth. Estimate A of the m: component is derived by deducting the 
n, component from the overall elasticity and is therefore a function of 
wealth level. 

Estimate B implies that the m2 component—the wealth elasticity for 
families holding a particular asset type—can be described as a con- 
stant. For families who own homes, for example, investment in homes 
increases about 0.6 percent for every 1 percent increase in wealth, 
regardless of level of wealth. Estimate B of the overall elasticity is 
obtained by summing the m: and the ma components and is a function 
of wealth level. 

Charting the data points suggests that Estimate A is a better de- 
scription of the wealth elasticity of investment assets and possibly 
businesses, while Estimate B is a better description for homes. For 
example, in the two younger age groups the relation between the mean 
amount of investment assets and wealth was more clearly a linear 
relationship than the comparable relation for holders of investment 
assets only. Thus the A estimate which depicts elasticity as invariant 
with wealth seems a better description than the B estimate which sug- 
gests that the slope is steeper at lower wealth levels than at higher. 

On the other hand, the slope of the relation between mean amount 
of investment in homes and wealth is clearly a function of the level of 
wealth, with elasticities greater than one at low wealth levels and less 
than one at higher wealth levels. This can be seen from the data on 
shares presented in Table 1 which show that the share of net worth 
invested in homes first rises then declines with amount of net worth. 
Hence the B estimate seems a better description for homes. With re- 
spect to the other asset types, the choice is less clear. 

Regardless of which estimate of the overall elasticity one considers, 
the same general conclusions as to consumer asset preferences emerge. 
For example, the elasticities (Estimate B) and their ranking at the 
point of mean net worth are as tabulated at the top of the next page. 

As before, consumer preference for investment and business assets 
is very strong in each age group and that for automobiles very weak. 
Moreover, the role of the nı component can be described in the same 


* The estimation procedures followed were the same as for the equations shown in Table 
3 except that the z and y values used were confined to the group of families holding the 
particular asset. The parameters are shown in Table 6. 
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TABLE A 


DISTRIBUTION or SAMPLE AND OF SURVEY POPULATION BY AGE AND Net WORTH, 
DECEMBER 31, 1962 





ESTIMATED NUMBER OF FAMILIES 





Number Percentage 

(In Thousands) Distribution 
12,792 100 
2,675 21 
3,876 30 
2,940 23 
1,590 12 
1,285 10 
426 3 
24,152 100 
1,823 8 
2,723 il 
4,533 19 
3,436 14 
6,942 29 
2,823 12 
1,235 5 
541 2 
96 * 
21,290 100 
415 2 
3,316 16 
2,535 12 
3,295 15 
5,732 27 
3,366 16 
1,548 7 
ga 949 4 
$500, "000 and over. . 135 1 








* Less than $ of 1 percent. 
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TABLE B 


DISTRIBUTION OF SAMPLE AND OF Survey POPULATION BY AGE AND PORTFOLIO, 











DEcEMBER 31, 1962 





SAMPLE CASES 








AGE AND 

PORTFOLIO Numi 
Under 35.......... 461 
LEO fais sete Bein bis 83 
$1-199............ 117 
$200-499.......... 78 
$500-999.. 0... 6. 55 
$1,000-1,999...... 43 
$2 ,000-4,999...... 36 
$5,000 and over 49 
3554. nannaa. 1,153 
Negative.......... 3 
LO 5 iss TRT EE 129 
$1-199........0... 106 
200499... 87 
|!) eee eee 91 
$1,000-1,999...... 100 
$2 ,000-4,999...... 149 
$5 ,000-9 ,909...... 117 
$10, 000-14 ,999 67 
$15, 000-247 ,999.... 56 
$25, 000-49; 999... 65 
$50, 000-99 , "999... i 52 
E 000-199 999. . 45 
yO. 000-4 99° 999.. 44 
$500,000 and over.. 42 
55 and over........ 1,023 
Negative.......... 2 
LTO eines chen 122 
$1-199.. 02, 43 
$200-499... 2.2202. 44 
$500-999.......... 44 
$1,000-1,999...... 44 
Dopp ateoe aiats 100 
„999... 89 
310. 000-14 ,999. . 51 
$15, 000-24; 999.. 60 
oy 000-49 999. . 79 
$50 000-99, 999.... 66 
$100, 000-199 ,999. . 73 
$200 , 000-499 ,999. . 91 
$500,000 and over.. 115 

* Less than 4 of 1 percent. 
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way for both estimates. For assets which are widely held in the popu- 
lation, such as homes, automobiles, and liquid assets, the contribution 
of the n: component is, in general, smaller than that of the ns com- 
ponent at all wealth levels and is negligible at all but rather low wealth 
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levels.” For example, the data show that for the two older age groups 
the saturation level for ownership of homes, automobiles, insurance, 
and liquid assets has been reached at mean net worth; that is, there is 
no contribution to the overall elasticity from the m: component. On 
the other hand, for assets such as businesses and investment assets, 
the m component is quite large—in some cases, larger than the m: 
component—at lower wealth levels, and continues to make a contribu- 
tion at rather high wealth levels. In particular, at mean net worth there 
is a substantial m: component; that is, the proportion of families own- 
ing these asset types does not reach saturation until a much higher 
wealth level. 

The discussion thus far has been concerned primarily with wealth 
elasticities and their broad similarities across age groups. The data 
also show differences among age groups, particularly in the frequency 
of ownership of different asset types. 

In general, at the same wealth level, ownership rates of the wealth 
components are highest among the youngest families, home ownership 
being the exception (Table 2). The home ownership rate is highest in 
the middle age group. At wealth levels above $25,000 where the sample 
limits the comparisons to the two older age groups, the tendency for 
ownership rates to be greater for the younger families persists. This 
tendency is reflected in the “c” parameters of Table 4 which decline 
with age for all asset types except homes; that is, the higher the “c” 
parameter, the more rapidly does the ownership rate approach satura- 
tion level. 

For certain types of assets such as businesses, automobiles, and life 
insurance, the lower ownership rates among the older families seem a 
reasonable result of the aging process; that is to say, one would expect 
ownership rates to decline as families retire from active participation 
in business, as their need for life insurance protection diminishes, and 
as automobile ownership becomes more onerous. The higher ownership 
rates for, say, investment assets among younger families may, however, 
represent a preference change compared to young families of a genera- 
tion ago, and could therefore affect wealth composition if it persisted. 


Consumer Portfolio Preferences 


A concept of wealth limited to liquid and investment assets has been 
selected for study since it seems closer to the concept of consumer 
portfolio—that is, the investments that are not also tied to some par- 
ticular consumption use such as a house or an automobile or to engag- 
ing in a business or profession. Shifts from one form of portfolio to 


"In fact, as may be seen in Table 2, at very high wealth levels, the contribution of 
the m component to the elasticity of homes and automobiles is probably negative. 
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another can presumably be made more freely in response to investment 
incentives than can shifts that involve changes in living patterns or oc- 
cupation. 

Liquid and investment assets have been grouped into six major com- 
ponents as follows: checking accounts at banks; savings accounts at 
banks, savings and loan associations, and credit unions; U.S. savings 
bonds; stocks—publicly traded stocks and shares in mutual funds and 
other investment companies; marketable bonds—bonds, notes, bills, 
_certificates and debentures issued by the U.S. government, by state 
‘and local governments, by foreign and domestic corporations and by 
foreign governments; other investment assets—mortgage assets, in- 
vestment real estate, closely held or family businesses with no family 
member active in management. 

Some of these components are more homogeneous than others with 
respect to such characteristics as ability to produce a steady flow of 
current income, marketability, and risk of variation in dollar value of 
capital. While checking accounts at banks is undoubtedly a relatively 
homogeneous grouping, the other components are combinations of 
more diverse elements. Even the U.S. savings bonds component, which 
at first might appear to be a homogeneous grouping, contains some 
bonds which pay income currently as well as bonds of the discount va- 
riety which pay income only at time of redemption. 

Among portfolio choices, publicly traded stocks and a group of in- 
vestments that included mortgages, real estate and family corporations 
rank high in consumer preferences, while checking accounts rank low. 
- The share invested in stocks and other investment assets rises and the 
share devoted to checking accounts declines with an increase in port- 
folio size (Table 7). The share placed in savings accounts first rises, 
then declines. 

‘The elasticities (Estimate A) and their ranking from a to low- 
est are as follows: 


U.S. savings bonds 
Checking accounts 





The preference patterns across age groups are similar, with all inves- 
tors showing much stronger preferences for stocks and other invest- 
ment assets than for U.S. savings bonds and checking accounts. 
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Alternative estimates of the elasticities have been prepared by sum- 
ming the m: and n: components and are shown in Table 9. At the point 
of mean portfolio the overall elasticities (Estimate B) are ranked as 
follows:® 





55 and over 

Elasticity | Rank | Elasticity} Rank | Elasticity Rank 
1.22 2 
ENRE ETSY 1.36 1 
aist 81 4 
U.S. savings bonds.... -94 3 
Checking accounts..... -66 5 


While there are some shifts in the ranking for the two older age groups, 
the general conclusion is the same as for the A estimates, that stocks 
and other investment assets continue to show much higher elasticities 
than the liquid asset components. 

With respect to the m component of the elasticities, for checking 
accounts and savings accounts which are widely held in all age groups 
the contribution is relatively small at all portfolio levels. The increase 
in the proportion of families owning stocks, marketable bonds, and 
other investment assets as portfolio grows is reflected in large #1 com- 
ponents at lower portfolio levels.’ 

As in the analysis of total net worth, there are differences among the 
age groups which are of interest, particularly with respect to the pro- 
portion of families owning various portfolio components (Table 8). 

At the same portfolio level, ownership rates are generally lower 
among the older families. Or to put it another way, the portfolios of 
the younger families, at a given wealth level, appear more diversified. 
The c parameters shown in the lower half of Table 4 are smallest for 
the families in the 55 and over group, reflecting the tendency for own- 
ership rates to move more slowly toward the saturation level. 

A summary picture of the effects of age differences on the composi- 
tion of portfolio is given by reweighting the data for the 35 to 54 age 
group in accordance with the distribution of families in the 55 and 
over group by size of their portfolio. The result is to remove the effect 
_ *The marketable bonds component has not been included in the summary since the 

number of cases in the youngest age group with marketable bonds was small. For the 
middle and oldest groups marketable bonds ranked second and first, respectively. 

*Ownership rates of portfolio components by portfolio level were less well behaved 
than were their net worth counterparts, as may be seen by a comparison of Tables 2 


and 8. In particular, the appropriate asymptotic value of p was less clear, Hence it was 
more difficult to do a satisfactory job of curve-fitting for the portfolio components. 
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of differences in size of portfolio to show more clearly the effect of age. 
The data are as follows: 


. Total liquid and investment 


ts 





This comparison shows that families in the middle age group have 
more diverse portfolios than do older families, They are more inclined 
than are older people to own stocks, such assets as investment real es- 
tate, mortgages and business ventures, and to have checking and sav- 
ings accounts and U.S. savings bonds. If the investment behavior of an 
age group is interpreted as reflecting habits formed in the period 
through which a group has lived, it seems reasonable that these habits 
would persist. In this event, more diversity in the composition of port- 
folio would be expected in the future, regardless of whether the age 
composition of the population changes. 





A SURVEY OF INVESTMENT MANAGEMENT 
AND WORKING BEHAVIOR AMONG 
HIGH-INCOME INDIVIDUALS* 


By James N. Morcan, Rosin Bartow, and Harvey E. Brazer 
University of Michigan 


We present here some of the main findings of a study of high-income - 
individuals recently completed by the Survey Research Center of the 
University of Michigan. The study focused on the attitudes and be- 
havior of the individuals as investors and as workers. We think we 
have rather convincing evidence that most upper-income people, in 
their decisions about work and about investing, are not much con- 
cerned about escaping taxes. 

In the general field of investment management, questions were 
asked about portfolio composition, sales and purchases of selected as- 
sets, information sources, delegation of management decisions, motives 
for saving, factors considered in making investments, experience with 
capital gains and losses, the receipt of inherited wealth, the making of 
gifts, and estate planning. Emphasis was placed on obtaining reasons 
for behavior rather than precise measures of the dollar value of the as- 
sets involved. In the field of working behavior, inquiries were made 
about hours of work, second jobs, retirement decisions, the employ- 
ment experience of wives, and finally the presence or absence of tax 
disincentives. 

Sampling for this nationwide study was done from unbiased lists of 
high-income individuals, and a total of 957 personal interviews was ob- 
tained in the spring of 1964 from individuals whose income in 1961 ex- 


- ceeded $10,000, hereafter referred to as the “high-income group.” A 


disproportionately large number of interviews was deliberately secured 
from individuals with very high incomes. Indeed the chance of selec- 
tion was roughly proportional to income. 

In presenting the statistical results it was felt that each individual 
should be weighted in accordance with the number of income-dollars 
which he represented. The reason for this decision was that the eco- 
nomic significance of the attitudes and behavior under analysis de- 

* The project was financed by the National Science Foundation and the Brookings 
Institution. A full report will be published by the Brookings Institution as part of its 
series of Studies of Government Finance. Apart from the authors of the present paper, 
major contributions to the study have been made by Dr. Joseph Pechman of the Brook- 
ings Institution and his Advisory Committee on Government Finance, by Professor 


Richard Kosobud of the Department of Economica, Wayne State University, and by 
Nancy Baerwaldt of the Survey Research Center, University of Michigan. 
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pends not so much on the number of individuals involved as on the 
number of dollars represented or controlled. One would perhaps be 
inclined to ignore the harmful effects of taxation if it were found, for 
example, that only 1 percent of all individuals were “locked-in” by 
capital gains taxes and only 1 percent worked less because of progres- 
sive income taxes. But if it was revealed that these small groups ac- 
counted for, say, 25 percent of aggregate stockholdings and received 
10 percent of aggregate earnings, one might take a different view of 
the effects of taxation. Thus in our study each individual was weighted 
in accordance with his “economic importance,” and income was taken 
to be the best available measure of such importance. Other relevant 
measures (such as the value of asset holdings, the value of work earn- 
ings, etc.) might provide more appropriate weights for some types of 
behavior, but they are highly correlated with income anyway. Conse- 
quently the percentages and proportions cited below refer not to num- 
bers of people but to shares of the aggregate income of those with in- 
comes over $10,000. The aggregate income of those with income above 
$10,000 is currently about two-fifths of total personal income in the 
United States and is received by about one-fifth of all families. 

We present now some of the main substantive findings and turn 
later to a brief discussion of some of the methodological problems en- 
countered. 

Investment Behavior 


Motives for Saving. In an ordinary representative sample of people, 
the most commonly expressed reasons for saving are to provide for 
retirement, for the education of children, and for security against fu- 
ture emergencies. But among the high-income group, the “security” 
motive was relatively unimportant. While the “retirement” and “edu- 
cation” motives were often mentioned, they declined steadily in impor- 
tance as income rose. At the highest income levels (over $100,000), 
the motive of saving to make bequests became predominant, being 
mentioned by nearly half of the group. 

The young (aged under 35) saved mainly for the education of their 
children, the middle aged for their own retirement, and the elderly for 
the making of bequests. Mentions of saving for the education of chil- 
dren were much more common among those who had themselves re- 
ceived extensive formal education. 

Factors Considered in Making Investment Decisions. The high-in- 
come individuals were asked about the degree of importance they at- 
tached to the following investment characteristics: current yield, capi- 
tal appreciation, safety, and liquidity. As would be expected from the 
discrimination in the tax structure against current yield (dividends, 
etc.) and in favor of capital gains, current yield was viewed with de- 
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creasing favor as income rose while appreciation was viewed with in- 
creasing favor. Of course, the need for current income is also less at 
the highest income levels. Perhaps surprisingly, however, there was no 
tendency for the investors with the highest incomes to be less con- 
cerned with safety or liquidity.* 

Among occupation groups, those employed in the financial sector 
(banking, insurance, stockbrokerage, and accountancy) were the most 
likely to belittle the ‘importance of current yield. Here and consistently 
throughout the rest of the interview this group showed the greatest so- 
phistication in matters of investment management. This group was 
also the one laying the greatest stress on liquidity as a desirable invest- 
ment characteristic. 

Portfolio Composition. Questions about the ownership of different 
types of assets revealed that some types were reported with increasing 
frequency as income rose and ownership of other types became less ex- 
tensive at the highest income levels. Among the first type (“the assets 
of the rich”) were common stock, real estate, interests in unincorpo- 
rated businesses, preferred stock, corporate bonds, municipals, U.S. 
bonds paying interest currently, and Treasury bills and notes. Among 
the second type (“the assets of the not-so-rich”) were savings ac- 
counts (for which the extent of ownership reached a maximum at an 
income level of $40,000 and thereafter declined), U.S. savings bonds 
(reaching a maximum at an income of $20,000), credit union deposits 
($20,000), mortgages and land contracts ($100,000), and mutual fund 
shares ($200,000). The assets of the not-so-rich tended to be liquid, 
while the assets of the rich tended to consist of business equity. 

Delegation of Investment Decisions. Almost all of the high-income 
individuals managed their investments themselves. Only 8 percent of 
the group’s aggregate income was received by those who had delegated 
some authority to others (usually to qualified professionals like stock- 
brokers or bank officers), and only 2 percent had delegated all authori- 
ty over their investment decisions. Delegation was most frequent 
among those with the largest portfolios. Of those with common stock 
holdings worth over $500,000, about one-fourth had delegated some or 
all authority. Among occupation groups, female rentiers were the most 
likely to delegate authority. 

Investment Activity and Information Sources. As would be expect- 
ed, those with the highest incomes and the largest portfolios were the 
ones who most frequently bought and sold assets, who most frequently 


1Similar findings were reported for a high-income sample in the Midwest by Katona 
and ae (“The Wealth of the Wealthy,” Rev. of Econ. and Stat., Feb., 1964, pp. 
1-13). > See, also, George Katona, The ne Consumption Society (McGraw-Hill, 1964), 
pp. 212 
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reviewed their portfolios, who most closely followed the stock market, . 
who most often sought advice from qualified experts in making their 
investment decisions, and who made greatest use of other information 
sources such as investment advisory publications. Among occupation 
groups it was those in the financial sector who were the most active 
and the best informed. None of several other potentially relevant vari- 
ables helped to explain who was best informed. 

Responses to Changes in Interest Rates on Savings Accounts. The 
high-income individuals were asked the following questions: “Have the 
changes in interest rates on savings accounts had any effect on where 
you keep your money? In what way?” Only 22 percent replied to the 
first question in the affirmative. About a third of these said they react- 
ed by keeping more of their total assets in savings accounts, and this 
response was most common at the incomes above $30,000 and below 
$300,000. Most of the other reactions consisted of transferring funds 
from one savings bank to another. Interestingly enough, it was those 
residing in the West, where interest rates on savings accounts have 
been at high levels and well advertised, who were the most likely to re- 
port shifting funds between savings accounts to take advantage of rate 
differentials. 

Planned Changes in Portfolio Composition. Individuals were asked 
to view their portfolios as containing three types of assets—common 
stock, fixed-yield securities, and interests in real estate and unincorpo- 
rated businesses—and were then asked whether they were satisfied 
with the distribution in their present portfolios between the three 
types. About one-fourth of the high-income group reported being dis- 
satisfied. Dissatisfaction was especially pronounced among the young 
and, paradoxically, among those who had been most active in making 
changes in the distribution of their portfolios in the recent past. These 
results clearly identify a “restlessness” syndrome. Most of those who 
were dissatisfied expressed intentions to switch from fixed-yield securi- 
ties into common stock, but at the highest incomes the most common 
intention was to switch in the opposite direction. Since those intending 
to move into fixed-yield securities usually cited tax advantages, it 
seems clear that they generally had municipal bonds in mind. 

Experience with Capital Gains and Losses. About two-fifths of the 
high-income group had realized a capital gain in the fifteen months — 
preceding the survey, and about one-fourth had realized a capital loss 
in that period. Asked to judge whether they had done well in their 
most recent sale for a gain, three-fourths expressed themselves as 
satisfied with their own performance. A similar proportion was 
satisfied with their most recent sale for a loss. Both losers and gainers 
usually justified their views by citing the behavior of the market after 
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the sale, but a substantial fraction of the satisfied losers mentioned tax 
considerations as a reason for having done well in the sale. These per- 
sons recognized that their capital losses could be used to reduce their 
income tax liability by being offset against short-term and long-term 
gains (and against ordinary income to a limited extent). 

Two-thirds of the high-income group were in possession of large un- 
realized capital gains, usually in the form of common stock, and ques- 
tions were asked about the forces inhibiting the sale of such assets or 
causing the investors to be “locked-in.” One celebrated source of a 
locked-in effect—the tax on realized capital gains—was mentioned by 
only one-fifth of those with large unrealized gains. The usual explana- 
tion for not selling was simply that no better investment was available. 

Gifts and Inheritances Received. A series of questions permits us to 
estimate that for the high-income group about one-fifth of total current 
wealth holdings was derived from gifts and inheritances. This estimate 
allows for appreciation on the original value of the amounts received. 
Moreover, this proportion remained remarkably constant at all income 
levels above $10,000. 

About three-fifths of those who had at some time in the past re- 
ceived gifts or inheritances had sold part or all of the property re- 
ceived. In most cases the proceeds were largely reinvested in other 
_ earning assets. 

The Making of Gifts. About one-fourth of the high-income group 
had made large gifts to relatives or charities within the two years 
preceding the survey, and this proportion rose steadily with income, 
reaching nine-tenths at an income level of $400,000. Gifts to relatives 
and to charities were-about equal in frequency. Most of the gifts to 
relatives (usually children) were made outright, although the use of 
trust arrangements became increasingly frequent as income rose. 
When asked why the gifts to relatives had been made at that time, 
about half of the donors cited tax considerations. These persons were 
referring in part to the provisions of the federal gift tax which permit 
a husband and wife to make tax-free transfers of $6,000 annually to 
each recipient. They may also have had in mind the fact that even 
when gift tax rates do apply, there are still large tax advantages in dis- 
posing of estates before death. 

A multivariate analysis of the factors behind the making of gifts 
showed that, in addition to the obvious factors of income and assets, 
the degree of the individual’s tax consciousness was an important 
influence both on gifts to relatives and gifts to charities (the “tax 
consciousness” variable is further discussed below). This result can be 
explained by the numerous federal and state tax provisions which en- 
` courage the making of gifts (e.g., the federal gift tax exemptions men- 
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tioned above, the differential rates of the federal gift tax and the feder- 
al estate tax, the opportunity to split the wealth transfer tax base, the 
absence of gift taxes in most states, and the deductibility of charitable 
donations from income subject to federal income tax). 

Estate Planning. Only one-seventh of the high-income group had 
made changes in their asset holdings with estate considerations in 
mind. As would be expected, changes were reported most frequently by 
those with the higher incomes, with the larger-portfolios, and in the 
older age groups. The most common arrangement in anticipation of 
death was the establishment of a trust for children, followed in fre- 
quency by the distribution of property in the form of gifts, the conver- 
sion of assets into a more liquid form (presumably in anticipation of 
death tax liabilities, at least in part), and the purchase of extra insur- 
ance. Arrangements to increase liquidity were mentioned by only 2 
percent of the high-income group, and thus the textbook discussions of 
this particular “economic effect” of death taxation would appear to be 
devoting attention to what is in practice a very minor problem. 


Tax Consciousness 


One of the major objectives of the survey was to investigate the 
effects of taxation on investment management and working behavior. 
Our investigation made use of three approaches. The first was to ask 
for the reasons behind certain selected transactions or preferences, 
without explicitly suggesting tax considerations to the individual as a 
possible motivation, and to observe how frequently tax considerations 
were voluntarily mentioned. The second approach was to inquire about 
certain types of behavior which are most likely to be tax motivated, 
such as the ownership of municipal bonds or the donation of appreciat- 
ed assets to charity. The third approach was to ask directly about cer- 
tain features or effects of the tax structure. Since the third approach 
involved referring to taxes in the wording of the questions, it was util- 
ized only at the end of the questionnaire, and the first approach there- 
fore proceeded without the interviewer ever raising the matter of tax 
considerations. We now briefly discuss the results of these three ap- 
proaches in turn. 

Each respondent was asked several questions in the areas of invest- 
ment management and working behavior where tax considerations 
were not explicitly mentioned in the question but could conceivably 
have been part of the answer. (E.g., “Why is your business still unin- 
corporated? What particular reasons did you have for making the gifts 
. at that time?”) Individuals with complex affairs were asked more than 
thirty questions of this nature. 

The areas where statements about-taxes were most frequently volun- 
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teered were as follows: 17 percent of the entire high-income group said 
that they preferred growth stocks to income stocks because of tax con- 
_ siderations (referring here to the favorable tax treatment of capital 
gains income); 13 percent said that taxes (on realized capital gains) 
prevented them from selling appreciated assets; 10 percent said that 
their most recent sale for a capital loss had been advantageous because 
of tax considerations; 7 percent had made estate arrangements which 
were motivated by tax considerations; and 7 percent had been moti- 
vated by tax considerations in their most recent sale of common stock. 
None of the other thirty-four questions where mentions of tax consid- 
erations could conceivably have been volunteered elicited such men- 
‘tions from more than 6 percent of the high-income group. 

It was found indeed that more than half of the high-income group 
made no voluntary mentions of taxes at all. Even among those who did 
reveal some awareness of tax matters, the median number of mentions 
was only two. The way in which the high-income respondents relegated 
‘tax considerations to a minor role in explaining their own financial be- 
havior is rather striking. l 

The number of times that an individual voluntarily mentioned tax 
considerations was used to define his degree of “tax consciousness.” A 
multivariate analysis of this variable revealed that it was positively 
correlated with income and the value of asset holdings and that male 
rentiers and those with large inheritances had especially high levels of 
tax consciousness. Perhaps the rentiers, most of whom were elderly, 
showed this high degree of consciousness because of their long experi- 
ence in financial affairs and because of having the leisure for exploring 
tax matters; perhaps the heirs were highly tax conscious because of 
feeling some obligation to guard their patrimony with care. 

The second approach involved discovering how common were cer- 
tain forms of behavior which are almost invariably tax motivated. It 
was found, for example, that one-fifth of the high-income group owned 
municipal bonds. This proportion rose dramatically from 5 percent at 
an income level of $12,000 to 67 percent at an income level of $400,- 
000. The absence of municipals from the portfolios of many with the 
highest incomes may, of course, not imply irrationality or unaware- 
ness, but rather that these people had more lucrative tax havens avail- 
able to them or investments profitable enough to yield more even after 
taxes, 

Another possible example of tax-motivated behavior is the donation 
of appreciated assets to charity. The law permits a taxpayer to deduct 
the full appreciated value from income subject to tax while paying no 
capital gains tax on the de facto realization. Only one-seventh of the 
high-income group had ever taken advantage of this provision, al- 
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though the proportion did reach three-fifths at an income level of 
$400,000. Here the failure to exploit the tax system more fully is rather 
surprising, since the great majority of high-income taxpayers routinely 
make charitable contributions and in high tax brackets there are large 
advantages to donating appreciated stock or other property instead of 
cash. 

The third approach for the investigation of the effects of taxation 
utilized direct questions about the tax structure. Respondents were 
asked whether they had heard of the special tax advantages of invest- 
ing in real estate. (The advantage might consist of being able to con- 
vert ordinary income into capital gains through legitimately claiming 
depreciations which in the early years may be expected to exceed the 
decline in market value or being able to keep a personal corporation 
free of penalty taxes.) Only half of the high-income group had heard 
of these possibilities, and only one-fifth had actually made or thought 
about making such investments. Respondents were then asked what 
other features of the income tax affected the way they invested their 
money. Two-thirds could think of no other features at all. One-fifth 
mentioned the favorable treatment of capital gains income. No other 
feature was mentioned by as many as 3 percent of the high-income 
group. A handful cited the tax-exempt status of municipal bonds and 
next in order came percentage depletion allowances, the tax advan- 
tages relating to investment in timber, livestock, etc., and the offsetting 
of capital losses against capital gains. Although these responses clearly 
understated the use actually made of special tax provisions, it is tempt- 
ing to conclude that the vociferous defenses which are heard in support 
of tax loopholes often give a misleading notion of the actual numbers 
in the population who are vitally interested in their continuance. 

An inquiry into the effects of state and local taxes on the individ- 
ual’s place of residence revealed that only 1 percent of the high-income 
group was actually thinking of moving their residence in order to save 
taxes. Next, it was found that one-fifth of the high-income group was 
unable to give even an approximate estimate of their marginal income 
tax rate. Finally, questions were asked about the effects of income tax- 
ation on work incentives. The results of this inquiry -are reported 
below. 


Working Behavior 


Occupational Categories, In the high-income group, 9 percent were 
rentiers; 11 percent worked in the financial sector, most of these 
being owner-managers; 25 percent were professionals (doctors, law- 
yers, engineers, scientists, eż al.), about half of these being self- 
employed; and 54 percent worked in other business enterprises, about 
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half of them being owner-managers and the rest employees. One-fifth 
of those working held more than one job. Second jobs were especially 
prevalent among lawyers, many of whom held company directorships. 

Work Weeks and Vacations. Most in the high-income group said 
they worked much longer hours than the standard forty-hour week. 
Among those with jobs, about half said they worked more than forty- 
eight hours per week and about one-fourth reported working sixty 
hours or more. The median length of vacations was only two weeks per 
year. 

Retirement Decisions. Seven percent of the iipkiicoie group were 
retired. The main reasons given for the timing of retirement were that 
a compulsory retirement age had been reached, that health had been 
deteriorating, and that others in the business were ready to take over. 
Virtually none said that tax considerations had affected their decision 
to retire. About half of the retirees had been offered work opportuni- 
ties after their retirement, and about half of these had accepted the 
offers. The reasons given for accepting offers were usually that the 
work promised to be interesting or provided an escape from boredom. 
Financial inducements were scarcely mentioned at all. Where offers 
had been rejected, most explained simply that they preferred to remain 
men of leisure. Two persons among the twenty-four retirees rejecting 
work offers mentioned tax considerations. 

The Employment Experience of Wives. In the high-income families 
about one-fourth of the wives aged under sixty-five held a job. Middle- 
aged wives (aged thirty-five to fifty-four) were more likely to hold a 
job than were those either younger or older. It was found that the like- 
lihood of wives being employed changed markedly at a family income 
level of about $30,000. When the family income exceeded that level, it 
was found that the wives were much less likely to be currently 
employed; that if they were employed, they were much less likely to 
be employed full time; and that if they were not currently employed 
they were much less likely to contemplate going to work at some time 
in the future.? 

When relevant, questions were asked about the reasons for the 
wife’s plans to continue working, the reasons for her having stopped 
working, and the reasons for her decision about whether or not to go to 
_ work in the future. In the answers to these questions the family’s 
financial position was rarely mentioned, and tax considerations almost 
never. It appeared that the wives in high-income families did not usu- 
ally work for pecuniary reasons. 


The tendency for the wife to cease working when the husband’s Income gets above 
$10,000 or $15,000 has been reported in the Surveys of Consumer Finances (see 1962 
S.C.F.), p. 18, and in Morgan, D David, Cohen and Brazer, Income and Welfare in the 

United States (McGraw-Hill, 1962), p. 114. 
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Taxation and Work Incentives. Attempts were made to investigate 
the delicate issue of the effects of progressive income taxation on work 
effort. The technique employed was to ask first some questions which 
did not directly raise the issue but which allowed the respondents to 
mention tax incentives or disincentives voluntarily; then later the 
questions became more specific. This procedure made it possible to 
check the consistency of the respondents’ assertions as well as the sa- 
lience of taxes to them. l 

The inquiry began with asking the respondents whether they had 
opportunities to earn additional income by working more. If they re- 
ported having such opportunities, they were asked the following 
question: “How do you decide how much work to do then?” Tax con- 
siderations could properly have been mentioned at this point, but only 1 
percent of the high-income group. did so. The most common answer im- 
plicitly referred to physical constraints (e.g., “I work as hard as I 
can”). Some further questions inquired into whether the respondent 
was working more or less than a few years previously, and the reasons 
for any change. Again, an opening was created for assertions about tax 
incentives or disincentives, but virtually no such assertions were made. 

Later in the interview the following questions were put directly: 
“Has the income tax had any effect on how much work you do? In 
what way?” At this point 12 percent of the high-income group report- 
ed a tax disincentive and 1 percent reported a tax incentive. 

There are good reasons, however, for caution in interpreting these 
results, First, many of the 12 percent claiming to suffer a disincentive 
had reported earlier that they had no opportunities to work more, and 
so the reality of the disincentive in these cases is in some doubt. Sec- 
ond, few in the disincentive group had voluntarily mentioned tax con- 
siderations in answer to the earlier questions about work effort. Third, 
it was revealed that the 12 percent claiming a disincentive worked on 
the average as many hours per week and as many weeks per year as 
those who said that their work effort was unaffected by taxation. 

An attempt was made to sift through the disincentive group to find 
those cases where the reported disincentive was fairly plausible. From 
the 12 percent we eliminated those reporting that they had no opportu- 
nities for extra work and those who were already working sixty hours 
or more per week. This process left 6 percent of the high-income group 
as having “plausibly” reported a disincentive. An analysis of the char- 
acteristics of this group showed that disincentives were strongest 
among those in self-employed professional occupations, those with the 
largest asset holdings, those in the older age groups, those with a high 
level of tax consciousness, those with a rural or small-town back- 
ground, those with Presbyterian or Methodist affiliations, and those 
residing in the West. 
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What may be said in sum about income taxation and work incen- 
tives? If it is provisionally accepted that tax disincentives are negligi- 
ble among those with incomes under $10,000, where marginal rates are 
low; if one accepts our result that only 6 percent of the aggregate in- 
come of those with higher incomes accrues to persons who really work 
less because of the income tax; and if one accepts the additional 
finding that three-fourths of these persons are already working more 
than thirty-four hours per week and more than forty-seven weeks per 
year despite the disincentive, then it would appear that the loss of 
` work effort in the economy due to the existence of the federal income 
tax instead of some feasible alternative has been small in the extreme.” 
Nonpecuniary incentives to work are clearly very powerful. The tax 
cut has probably had little or no effect on willingness to work, even 
among those with the highest incomes. 


Social and Demographic Characteristics 


The median age of the high-income respondents, most of whom were 
married males, was fifty-one years. Nearly half of the group were col- 
lege graduates, and nearly half had grown up in a large city or sub- 
urb—a much higher proportion than for the remainder of the popula- 
tion. Two-fifths presently resided in the twelve largest metropolitan 
areas of the United States. Almost one-half of the group aligned them- 
selves with the Republican party, about two-fifths with the Democrats, 
and the remainder with neither party. Two-fifths of the high-income 
group were either Presbyterians, Episcopalians, or Jews—a much higher 
proportion than for the rest of the population. There were compara- 
tively few Catholics and fundamentalist Protestants. More than half of 
the high-income group were active in civic affairs to the extent of 
having been at one time an officer or committee chairman in a church or 
a civic group like the United Fund. 


Some Methodological Problems 


Interviews were obtained from 62 percent of the persons in the orig- 
inal sample. This “response rate,” which is appreciably lower than 
what is normally achieved by the Survey Research Center, was de- 
pressed not so much by an unusual number of refusals as by the fact 
that many of the addresses in the original list were not sufficiently de- 
tailed or up to date to allow the interviewers to locate the individuals 
in question. 

It was possible to find out some of the characteristics of the persons 
who could not be interviewed, and in this way ascertain whether the 


* For similar findings for a self-employed professional group in England, see George Break, 
ene Taxes and Incentives to Work: An Empirical Study,” AE.R., Sept., 1957, pp. 
2 
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survey results were seriously biased. In particular it was found that 
single or widowed women, most of whom were presumably rentiers, 
were somewhat underrepresented among the interviews finally ob- 
tained. There was also strong evidence that the individuals who were 
interviewed generally underreported their incomes, even though it was 
not possible for us to check discrepancies on an individual basis. This 
outcome was not surprising in view of the fact that lengthy questioning 
is usually necessary for obtaining a full report of income, and in the 
survey the inquiry into incomes was quite brief. In presenting the sta- 
tistical results, rough adjustments have been made for the underre- 
porting of income. 

Generally speaking, it is felt that the survey is not seriously biased 
for the results presented here. 


Conclusions and Policy Implications 


The survey of high-income individuals revealed a wide variety of 
motivations and behavior. One fairly prominent theme, however, 
emerged: the economic activities of most of the group were not domi- 
nated by precise calculations of monetary gain. Most worked long 
hours in the face of high marginal tax rates; the demands of their bus- 
iness associates and clients governed many of their activities; sheer 
inertia or traditionalism played a large role; indications of altruism 
were often present. Since concern with taxes implies a strong commit- 
ment to monetary gain, it is hardly surprising that the bulk of the re- 
spondents scarcely mentioned tax considerations at all, despite being 
questioned for an hour or more about the details of their financial 
affairs. In only a few limited segments of the high-income population 
did tax considerations explicitly appear to be very influential: one of 
the most marked influences was on the estate planning of the older 
people with the highest incomes and the largest wealth holdings. 

Tax considerations did, however, appear to play a concealed role in 
some investment decisions. This is suggested by the heavy emphasis 
laid on capital gains as opposed to the realization of current cash yield, 
particularly in the case of those in the highest income brackets. People 
need not be keenly tax conscious to recognize and to act upon the tax 
aspects of the opportunity to amass fortunes through the capital appre- 
ciation route where that route is income tax free with respect to assets 
held until death. Our analysis suggests that it is not the level of margi- 
nal tax rates that appears to matter; nor, in the aggregate, is the array 
of sophisticated loopholes or tax havens of much consequence in 
influencing investors’ decisions. Rather, it is the “pie-in-the-sky” at- 
tractiveness of tax-free capital gains that dominates the tax influences 
to which investors react--when they react to such influences. 
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Briefly stated, what are the major tax policy implications of our 
findings? The first, we believe, is that distributional objectives may be 
pursued a long way through progressive income taxation without fear 
of encountering appreciable costs through creating work disincentives. 
Second, only a very small fraction of the high-income population holds 
a vested interest in the continuation of the various so-called “loopholes” 
other than favorable treatment of capital gains and perhaps the var- 
ious means of avoiding wealth-transfer taxation; the loopholes would 
seem, therefore, to be even less supportable than some of us had 
thought. And, third, the single most important tax-induced distortion 
of investment decisions stems from the extremely favorable treatment 
accorded capital gains, where the rate is zero on appreciation that re- 
mains “unrealized” through one’s lifetime and rises to a maximum on 
realized gains of a very modest 25 percent. The findings of our survey 
make clear the close substitutability between capital gains and other 
forms of income—a substitutability which hardly seems to justify 
present differential tax treatment. 





CONSUMER TIME AND SAVINGS BALANCES: 
THEIR ROLE IN FAMILY LIQUIDITY 


By EvA MUELLER and HARLOW OSBORNE 
University of Michigan 


The questions, what is money and how close to money are savings 
accounts, have assumed added importance in recent years. The rapid 
growth of savings accounts and shareholdings in savings and loan asso- 
ciations and credit unions makes it urgent for purposes of monetary 
policy to obtain new insights into the uses to which these funds may be 
put. Builders of econometric models also have an interest in the ques- 
tion, what is money, when they introduce the money supply into their 
models. 

As Chart I implies, a rapidly expanding volume of consumer trans- 
actions has been supported by a medium of payment—currency and 
demand deposits—which has expanded much less sharply. To what ex- 
tent have rising time and savings balances contributed to this result, as 
they have contributed to fill the visual gap in the chart? The question 
cannot be answered by reference to a dictum of monetary theorists that 
money consists of those assets that are “more certainly realizable at 
short notice without loss” and/or bear no interest because interest is 
paid as compensation for parting with liquidity. For purposes of 
monetary management the “moneyness” of savings balances cannot be 
determined by such formal criteria. The problem is not primarily one 
of the depositories’ readiness to redeem the passbooks at short notice 
and in full. What is mainly in question is how savers view various 
kinds of assets, why they accumulated them, and for what purposes 
they are willing to draw them down. If the savings balances really take 
the place of money nowadays in the minds and operations of the 
holders, what tendency may they have to encourage waves of impulse 
spending or of stock market investment? The answers depend on the 
circumstances and basic attitudes of the depositors. 

The present study of the liquidity of near-money assets started from 
the proposition that the liquidity (or closeness to money) of a financial 
asset depends not only on the properties of the asset itself but also, and 
more significantly, on the plans and purposes of its owner. Hence a sur- 
vey to investigate the meaning of liquidity to financial asset owners 
seemed like a suitable new approach. 


* For a discussion of various theoretical criteria of liquidity, see J. R. Hicks, “Liquidity,” 
Econ. J., Dec., 1962, pp. 787-802. 
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The survey was conducted in May, 1964, with a representative na- 
tional cross-section of 1,500 households by the Survey Research Cen- 
ter of the University of Michigan for the Board of Governors of the 
Federal Reserve System. The data collected relate to attitudes and be- 
havior patterns; dollar amounts of various assets owned by each fami- 
ly were determined in broad brackets only. Two-thirds of the families 
sampled owned liquid assets of $200 or over; more than one in five 
had $5,000 or more.* Roundly a thousand of them had checking ac- 
counts, and nearly as many reported savings or share accounts. A few 
major findings are summarized here. 


Narrow Role of Checking Balances 


As consumer affluence increases, a declining proportion of income is 
required for the day-to-day necessities of life. The declining ratio of 
money holdings to consumer disposable income seen in Chart I is due 
partly to this fact, and to the more efficient use of transactions bal- 
ances which is made possible by a larger volume of transactions per 
family nowadays and end by a better synchronization of income with 
outgo.? Checking accounts today, Table 1 shows, are almost wholly 
transactions balances. Only a very small proportion of families seems to 
use them to accumulate funds for long-run purposes or even emergen- 
cies. Though people were encouraged to name several uses of the funds 
in checking accounts, the vast majority of respondents confined them- 
selves to explanations such as “we use our checking account to pay ev- 
eryday expenses and bills,” or for “nothing special.” And only 8 per- 
cent of all families with $500 or more of liquid assets keep all their liq- 
uid savings in checking accounts. 


Dual Role of Savings Balances - 


As a corollary of the lesser role of “nonlumpy,” nonpostponable liv- 
ing expenses these days, a growing proportion of income-is devoted to 
the acquisition of costlier goods and services which must be paid for 
out of several months’, and sometimes several years’, discretionary in- 
come. Under these conditions savings accounts serve a dual purpose. 
They are accumulated in most cases with such long-term goals as re- 
tirement, children’s education, house buying, or emergencies in mind. 


1 Checking, savings, and share accounts; savings and war bonds. 

*W. J. Baumol, “The Transactions Demand for Cash: An Inventory Theoretic Ap- 
proach,” Q.J.E., Nov., 1952, pp. 545-46; John J. McCall, “Differences Between the Per- 
sonal Demand for Money and the Business Demand for Money,” J.P.E., Aug., 1960, pp. 
359-64. Apart from the widening application of payroll withholding plans, synchronization 
has also been facilitated by the rise of revolving credit and the freer use of “budget plans” 
of payment in general. A growing incentive to realize these possibilities for economizing 
bse nausea has been provided as yields on competing financial assets have trended 
upward. 
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TABLE 1 


INTENDED Purposes oF Four Tyres oF FINANCIAL 
ASSETS AMONG FAMILIES WHO OWN THE ASSET 





INTENDED Purroset 


Long-run purposes... annuens 
Retirement rE TE E E 







Buy a business, farm................. 
For interest or return..............44 
To bequeath money. ............0005 
Others sia.5 a icietesrs ss E E sie cat 


Contingency purposes... 20.00. cece eens 
Emergencies, illness................05 
For “security”... 0.6... cee eee eee 
In case of unemployment............. 






BS Neer 


Short-run purposes... ccc ccc ccc nee eee 
To have funds on hand............... 
To buy car or other durable goods..... 
Travel, vacations............cceeeeee 
Additions or repairs to house.......... 
To pay taxes, debt, insurance, etc...... 
ea usual monthly expenses........... 

OF Niacin NE E E 


A pSroeenes 
A me NRPWOHPWY HP 





* 


* Total exceeds 100 percent in that two mentions were coded. 
t The ae were: “Are these funds that you havein... being set aside for any particular 
use? (IF ) What do you have in mind for these funds?” . 


But in addition savings accounts are viewed as revolving balances out 
of which large outlays for durable consumer goods, home improve- 
ments, vacation trips, and occasionally “something extra” can be 
financed. 

In the contemporary setting, a dichotomy between current transac- 
tion balances and funds which represent long-term stores of value is 
inadequate. The concept of revolving savings balances which emerges 
from the interviews bridges this gap. The growth of these revolving 
funds contributed to the remarkable rise of savings and share accounts 
seen in Chart I.  . i 

No doubt, savings balances which are large in relation to income and 
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serve partly as revolving funds make consumer budget restraints less 
rigid and give people latitude to accelerate their spending or their in- 
vestment outlays on occasion. Under what conditions might very many 
take advantage of this latitude at the same time? Of particular interest 
is the question what people would do with their savings balances if 
inflationary pressures grew, if installment credit terms were altered, or 
if interest rates changed. Would they go on a buying spree? Would 
they switch into marketable securities? Or would massive drafts on 
savings accounts require a break with observed motivations to save, 
and the rupture of established behavior patterns? 

The answers to these questions probably vary according to the at- 
tendant circumstances. A powerful stimulus to spending, such as oc- 
curred with the outbreak of the Korean war, might lead an unusually 
large proportion of families to make use of their financial latitude at 
the same time. Under 1963-64 conditions, however, respondents’ will- 
ingness to draw on the savings account showed no correlation with 
their price expectations, their use of installment credit, or the impor- 
tance they ascribed to the rate of return. Only under relatively ex- 
treme conditions might the oe of this survey imply a threat to 
economic stability. 


A Wave of Discretionary Spending 

One part of the evidence for this conclusion comes from analysis of 
the circumstances in which people reported having drawn down their 
savings accounts over a two- or three-year period (Table 2). Around 
200 families in the sample said they had done so, such declines having 
occurred more often in savings account balances than in checking ac- 
counts, particularly in the upper income groups. (Reductions in bond 
and stock holdings were much less frequent.) 

Only a very small proportion of the families who reduced their sav- 
ings accounts shifted the funds into other assets. About 40 percent of 
them spoke of making nondiscretionary outlays for various contingen- 
cies, or of carrying out such long-run purposes as buying a house or 
children’s education. Most of another 20 percent who answered that 
they reduced savings balances for “no particular purpose” probably 
utilized the funds to meet living expenses, often during periods of inter- 
rupted income. More than one family in four reported drawing on its 
balance to buy a car or other durables, take a vacation, pay bills, etc. 
These data of course represent a distribution of purposes rather than 
of dollars. If the purposes mentioned were weighted by the amounts 
involved, contingency and investment reasons might well loom larger. 

It is very important to see how much of this behavior represented 
established, recognized policies and customary ways of handling fami- 
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ly finances, such as would not be apt to change abruptly. For this rea- 
son all owners of financial assets were asked an initial general 
question: “Overall in your case what are the main purposes of sav- 
ing?” Then they were questioned specifically regarding the purposes of 
funds in each financial asset (see Table 1). Later in the interview, 
those whose savings balances had risen were asked what they were 
saving up for. 

In each case long-run purposes—such as children’s education, pur- 
chase of a house or retirement—and contingencies were far in the lead. 
A significant minority of savers referred to nearer-term consumption 
purposes for saving such as buying a car or taking a vacation 
trip—projects involving payments which could not be met out of one 
month’s paycheck or even several paychecks. And in almost all cases 
such consumption purposes were mentioned together with long-run or 
contingency uses. 

Finally, savings account holders were asked if they would be willing 
to use their balances for certain specified purposes. An overwhelming 
majority said the account would be available for use in case of illness 
or other such emergency if one arose. If emergencies and such long-run 
purposes as retirement or children’s education were the only frequent 


TABLE 2 
Porrosrs ror WHICH FUNDS HAVE BEEN Wrraprawn DURING THE 
Past 2-3 YEARS FROM CHECKING AND SAVINGS AccouNT* 


Checking Account | Savings Account 








To put into other form of savings. u... onenn 5% 
Long-run and contingency purposes... ..ceccsceeces 40 
Emergency, illness, to supplement income . 24 
Children’s education.............0ces eevee ee eee 5° 
Buy a DOUG secs weiss eosi cco td vista we ene E eene 11 
Short-run Purposes... cece ccc cece ee ences l 28 
Car or other durable goods, vacations............. 15 
Additions or repairs to house..................08, . 2 
Regular living expenses..........-..00:0 eee ee eee 
To pay bills, taxes, and other obligations.......... ; 11 
Other purposes... ccc ccc cee eee eee e weet eeee 8 
Don't know, not ascertained; no particular purpose... 19 
Toia e a AE roi eE ui 100% 100% 
Number of cases who owned.........-......-006- 1,006 931 
Percent of owners of the form who withdrew from 

this form of savings........... cece see ee eee eeee 16% 23% 


* The questions were: “People put money into . . . or take money out from time to time. 
Altogether did you put new money into... or take money out ‘on balance’ over the last Ave 
or three years? (IF K OUT) Did you use the money that you took out of... for any 
particular purposes? (IF YES) What are they?” 
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reasons for drawing down savings balances, the monetary authorities 
would not need to be concerned. Emergencies (illness being the major 
case in point) and retirement follow a predictable pattern for the pop- 
ulation as a whole and will not give rise to sudden large liquidations 
of assets among very many people. It is important therefore that only 
a minority of savers (23 percent of those with liquid assets of $200 or 
more) were prepared to say that all their liquid savings are meant for 
long-term purposes and contingencies, so that they would be unwilling 
to use them for other things. Seven families in ten expressed willing- 
ness to make occasional use of their savings account for discretionary 
consumption purposes: durable goods purchases, home improvements, 
vacations, to pay bills that pile up, or “something extra.” 

Expressed willingness to draw on the savings account for discre- 
tionary purposes increases somewhat with income and the size of the 
savings accounts, and the kinds of short-run purposes also exhibit 
some difference (Table 3). 

What is significant about these replies is that the observed use of 
savings accounts to finance a variety of consumption expenditures ap- 
pears as a stated and accepted policy, subject to defined limits, and not 
as a course of action which people resort to from time to time on im- 
pulse and somewhat against their better judgment. 

The role of the savings balance as a revolving fund also emerges 
from the patterns of deposit turnover that were reported (Table 4). In 
1963-64, about 55 percent of families with $200 or more in savings ac- 
counts reported withdrawals during the past year, usually one or two; 
but nearly six out of every seven families with withdrawals also re- 
ported deposits during the same year. Of those whose stated policy was 
not to use their savings accounts for any of the discretionary consump- 
tion purposes, only 35 percent made withdrawals during the previous 
year. Among those who checked three or more discretionary purposes 
as admissible, about 75 percent made withdrawals (Table 5). Five out 
of every seven of the “conservative” users also made deposits during 
the same year, and six out of seven of the “liberal” users did so, under- 
lining the fact that the reduction of balances to finance such consump- 
tion outlays is usually a temporary expedient. In some cases the 
funds probably are accumulated in the savings account in preparation 
for a particular outlay; in other cases they are replaced by new depos- 
its soon after the money is spent. Among the large group who made 
one or two withdrawals in the previous year, only 30 percent reported 
a decrease in their savings balances over the past two to three years; 
and if retired people and those with income declines are disregarded, 
the proportion is smaller still. 

Any self-discipline shown by savers in making deposits is also rele- 
vant here. On this point the survey interviewers asked, “During the 
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TABLE 3 


Purposes FoR WHIcH Fasie Wovin Be Wiis ro Use MONEY 
IN SAVINGS Account BY ÅMOUNT IN SAVINGS AccounT* 














Purposes For WHICH AMOUNT IN SAVINGS Account 
WILLING To Use io oae a 
Money IN SAVINGS $1 $200 $500 | $1,000 | $2,000 | $5,000 
Account -199 499 -999 | -1,999 | -4,999 land Over 
Not willing to use for 
any purpose......... 4% 4% 7% 5% 3% 2% 3% 
Willing to use for con- ; 
tingencies and/or in- 
vestment! purposes... .. 93 8&7 8&7 95 92 98 93 
For illness or other 
emergencies......... 87 83 84 84 87 93 88 
To meet monthly living j 
us when neces- 
AREST oie 21 17 14 20 21 20 26 
Tot Bay a house....... 38 38 29 40 46 35 39 


or more short-run 

purpose. a.nn... 70 59 68 71 72 69 76 
To make major im- 

provements or re-` 








pairs to house....... 36 24 32 38 37 40 42 
To buy a car or large 
household items..... 35 23 34 37 32 34 43 
Ta Aan a vacation 
ideas crenemeg ties 30 19 25 27 31 31 41 
Top pay bills that occa- 
F a pile ee 32 34 35 34 30 27 32 
o on some 
pp aeea SEARES 13 10 12 9 11 12 18 
Total. xccecciestond t t t t t 
Number of cases...... 935 144 136 128 123 163 23 


* This table is based on families who have a savings account. 
t Total exceeds 100 percent in that both long-run and short-run purposes could be indicated- 


past year or so, did you add to your savings accounts every month, in 
most months, only a few times during the year, once or twice, or not at 
all?” The majority of the respondents had made deposits only a few 
times a year at most. A large minority, though, reported deposits in 
every month or nearly every month. 

The savings account holders were then asked, “Do you add about 
the same amount each time, or does it differ?” A majority said they 
made no special effort to deposit a uniform amount, but saved “what- 
ever was left over.” But again there was a substantial minority that 
tried to save or did save a regular sum each payday, and this group in- 
cluded most of the savers who made regular deposits of any size. Over- 
all, the systematic savers* comprised 28 percent of all the savings de- 


* Defined to include those who saved a fixed amount practically every month, or tried 
to, and those who made regular monthly deposits however variable in size. 
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TABLE 4 
SAVINGS Account TURNOVER DURING Past Year BY INCOME" 





SAVINGS Account TURNOVER AIL 








Donrine Past YEAR Under | $3,000 
$3,000 | -4,999 
No withdrawal, deposit(s)....... 31% 17%:| 33% 
No withdrawal, no spe eae T 1 B | a] 
Withdrew once or twice, deposit(s)}. 36 |- 17 35 
More than two withdrawals, Í oe 
deposit(®)... 0... ec eee seen eee 10 5 5 
Withdrew once or twice, no de- 
POBIE ceciars cleeraomecavecs 7 19 12 
More two withdrawals, no 
deport stasehicwa sone 3 | 13 3 
Not ascertained whether with- 
drawal or whether deposit...... 6 6 3 
Totali ueser sed cian tuona 100% | 100% | 10% | 100% 
Number of cases...........000. 762 87 86 184 
Percent who have $200 or more i ; 
in savings account............ 51% 27% 35% 52% 


* This table is based on families who have $200 or more in savings account. The majority 
of families with savings accounts have more than one account. The questions in the survey 
ertain to the liquidity and turnover of savings account balances as a whole; differentiation 
een the liquidity. of different accounts owned by a family was not attempted. Yet for 
many families activity may be concentrated in one account. In this sense the data pertain to 
the most active account. ‘Additional accounts such as those owned by children may be con- 
siderably less active. 
positors and 36 percent of those whose accounts were growing; and 
apparently both the accumulated balances of these families and their 


current rate of saving are larger than the average. 


Conversion into Securities? 


It remains to ask whether savings accounts are liquid in the sense of 
being available for conversion into corporate stock or physical assets 
when conditions are opportune. Quite a number of people who now do 
not own stock or real estate (other than their residence) mentioned 
stock or real estate as the wisest place to invest money. Their opinion, 
significantly, accords with Mrs. Projector’s observation that holdings 
of stock and other investment assets typically rise much faster than do 
savings account balances as one ascends the scale in wealth. 

Surveys have shown consistently that, as people’s savings increase, 
they tend to diversify their assets. They like to own some stock in ad- 
dition to, not in place of, their liquid assets. The new survey data sug- 
gest again that it is primarily new savings that will flow into stock and 
other investment media. Only 9 percent of savers said that they have 
` been thinking of making a shift in their existing asset holdings (and a 
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TABLE 5 


SAVINGS Account Turnover DURING Past YEAR BY NUMBER OF Snota RUN PURPOSES 
_ For Waca WILLING To UsE Savines Acco 






Numer oF SHORT-RUN PUR- 
POSES FOR SAVINGS ACCOUNT 





No withdrawal, deposit(s) ns Dig sete Shawe athe se 
No withdrawal, no deposit........:.....0..005 


Withdrew once or twice, deposit(s)............ 
More than two withdrawale de deposit(s)......... 


Withdrew once or twice, no deposit............ 
More than two withdrawals, no deposit........ 


* See footnote to Table 4. 


third of these wanted more money in their savings or checking ac- 
counts). Surveys made in the first postwar years showed many people 
reluctant to accept the risks involved in buying securities or real es- 
tate. The preference then reported for holdings of unquestionable safe- 
ty has eroded only slowly during the past decade and a half, and any 
setback to stock Pas such as occurred in 1962 reinforces people’s 
caution. 

One might argue that the sharp growth of savings balances, as com- 
pared to checking accounts, has reflected a lively interest by the savers 
in the income potential of their savings, and that therefore the present 
distribution of funds between fixed-value deposits and marketable se- 
curities of investment grade, at least, may be fluid. 

Respondents were accordingly asked, “Would you know what hap- 
pened to interest rates paid on savings accounts during the last year or 
two?” And, if so, “Has this influenced you in any way in what you 
have been doing with your savings?” No more than one family in 
twelve answered yes to the second question. Even among those with 
incomes over $10,000, only one in ten said yes. The yes-sayers still 
represent & volume of saving which is large in absolute terms. And the 
attitudes behind the negative responses obviously require further anal- 
ysis." Pending this, though, the survey data suggest that savers at 

* Besides evidence from time series in the Federal Reserve Board's flow-of-funds ac- 
counts, there are several cross-section studies su ing that time deposits in commercial 
banka, at least, are interest elastic. See, eg., Edgar L. Feige, The Demand for Liquid 
Assets: A Temporal Cross-Section Analysis (Prentice-Hall, 1964), and the 1962 Annual 


Report of the Federal Reserve Bank of Boston, Time Deposits in New England. . 
& 
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large are not ready to be diverted from their present financial policies 
by moderate changes in yield patterns. 


A Permanent Revolving Fund 


The question was asked earlier: Are savings account balances a 
store of value which is liquid in the sense of being subjectively availa- 
ble for discretionary spending, or are they effectively reserved for 
other purposes? We can now summarize the survey evidence by saying 
that they are both—not in the sense that one can say x percent of 
funds are meant for discretionary current consumption and y percent 
are long-term reserves, but in the sense that the same funds simulta- 
neously serve both functions. Long-term savings often are used tempo- 
rarily for discretionary consumption but nearly always on the consid- 
ered premise that they will be replaced in the account. 

The liquidity of liquid assets has been explored previously by a 
number of analysts who introduced liquid asset holdings as one of the 
independent variables into multivariate cross-sectional consumption or 
savings functions.’ The results have generally shown that, except for 
people with small or declining incomes, liquid asset holdings at the be- 
ginning of the year are not negatively correlated with saving during 
the subsequent twelve months. Morgan and Kosobud have found re- 
cently that the liquid asset-savings relationship is positive among home 
owners, but negative among the smaller group of renters (after allow- 
ing for other factors). These findings, though they seem to deny that 
overall the ownership of liquid balances stimulates spending, are not 
unambiguous. For in a cross-section those who have relatively large 
reserve funds have been the more active savers in the past, perhaps as 
a result of habit, better methods of handling family finances, personal- 
ity factors, or the presence of particular incentives to save.’ The 
finding that these people continue to be large savers may reflect, in 
part at least, our inability to control certain interpersonal differences 
in attitudes toward saving. In view of this qualification, the results of 
the present study, which approached the problem in an entirely 
different way, are of particular importance. They confirm the earlier 
impression that liquid reserves—and particularly savings bal- 
ances—under ordinary conditions are not dissipated on a longer-term 
basis for discretionary purposes, even though they often serve as a 
means of financing in the short run. 

“For example, J. N. Morgan in L. R. Klein (ed.), Contributions of Survey Methods to 
Economics (Columbia Univ. Press, 1954); L. R. Klein, “Estimating Patterns of Savings 
Behavior from Sample Survey Data,” Econometrica, Oct., 1951, pp. 438-54; R. F. Koso- 
bud and J. N. Morgan (ed), Consumer Behavior of Individual Families Over Two to 
Three Years (Survey Research Center, Univ. of Michigan, 1964), p. 110, 


"For a further discussion of this problem see George Katona, “On the So-called 
Wealth Effect,” Rev. of Econ. and Statis., Feb., 1961, pp. 59-60. 





DISCUSSION 


Joan M. CuLsertson: These very constructive and ably done studies pro- 
vide information that will be useful in a number of connections. The particu- 
lar task to which I shall devote my limited time is to consider critically the 
authors’ interpretations of the implications of these studies for theory and 
policy. We like to think that the growing complexity of the apparatus of eco- 
nomic research, as represented in econometric studies, advanced statistical 
methods, elaborate formal models, and sample surveys, measures a growing 
power and productivity of research. However, it is not inconceivable that this 
apparatus can make economics less fruitful, by serving not as the means to 
tight inductive inference but as a substitute for it. The ceremonial impressive- 
ness of research procedures may divert attention from their irrelevance or 
emptiness. The use of impressive ceremony is man’s characteristic means of 
supporting or invoking belief. Modern research procedures may be regarded 
as deriving their belief-supporting powers largely from their ceremonial im- 
pressiveness, in this being the present-day counterpart of the chants and 
charms of the soothsayer, the rituals of priests, and the pretentious obscurity 
of earlier philosophy. 

The scientific method supposedly provides some protection against self-de- 
ception and bias in research, but the necessary rules are neither fully devel- 
oped nor widely applied. To present for testing against the body of experi- 
mental evidence a maintained hypothesis that is specifically stated, derived 
without bias, and compatible with the generality of prior knowledge is as un- 
common as it is difficult. Accordingly, we must consider that our techniques 
for producing elaborate research may have outpaced our techniques for as- 
sessing its meaning, for drawing inferences from it. Thus, even with such in- 
teresting and able studies as these, it is important to be at pains to question 
whether—taken together with the existing body of theory and factual knowl- 
edge—the studies mean what the authors say they mean. For the two that I 
consider, I must conclude that the authors’ interpretive frameworks and the 
inferences that they draw on the basis of them are not above criticism. 

The Mueller-Osborne paper poses a set of ambitious but not closely defined 
questions regarding the place of liquid assets in macroeconomic theory. But a 
question such as, “Are savings balances liquid enough to serve as money?” is 
perhaps too vague to permit of a meaningful answer. General information 
argues persuasively that there is some substitutability for holders between 
money and liquid assets. Additional knowledge perhaps must take the form of 
a quantitative specification of the degree of substitutability, under various 
specified terms and conditions. It is not clear to me that the paper makes a 
substantial contribution in this direction. 

The paper’s principal question of reference seems to be this one: “If sav- 
ings balances really take the place of money nowadays in the minds and oper- 
ations of the holders, might these balances some day fuel or even provoke a 
wave of impulse spending, or a stock market boom?” The conclusion reached 


276 


RESEARCH: FINDINGS FOR THEORY AND POLICY—DISCUSSION 277 


is that enlarged holdings of liquid assets “imply a threat to economic stability 
. only under extreme conditions.” 

This conclusion, as an inference from the evidence adduced here, seems 
open to three objections: First, with reference to an essentially quantitative 
question, both the conclusion and the reasoning by which it was reached are 
so lacking in quantities—and even units in which quantities might be stated— 
as to be almost devoid of substantive content. Second, if liquid assets pose a 
threat of unwonted economic expansion, presumably this would arise in a 
situation of cumulative interaction of increases in spending, income, prices, 
and expectations regarding these. The responses given in this survey do not 
seem a reliable measure of how people actually would behave in such a situation. 

The third point is that the consideration perhaps most importantly affect- 
ing the stability effects of liquid assets seems to be omitted from the interpre- 
tive framework of this study. This is the characteristic behavior of the 
amount of liquid assets in the face of changed attitudes towards the holding 
of them, Contrary to the argument of this paper, it is possible that an econo- 
my is more stable the more liquid assets people initially hold and the more 
disposed they are to finance speculative spending from this source. What is 
necessary is only to stipulate that the liquid assets in question be of a type 
extinguished by use, as savings accounts generally are. Since money charac- 
teristically is not extinguished by its use, the more heavily people rely on liq- 
uid assets to finance speculative spending, the more rapidly their aggregate 
liqudity position will deteriorate and the more rapidly any spending upsurge 
will be halted. 

Perhaps these objections sufficiently indicate that the questions approached 
by this study require the application of a more fully developed theoretical 
framework, and that the conclusions reached by the authors are not supporta- 
ble on the evidence given and may be misleading. Perhaps I should add a 
final point of some practical significance. Although the paper asserts that the 
rapid growth of certain liquid assets poses an urgent interpretative problem, in 
truth, total liquid assets when measured in relation to GNP seem to be practi- 
cally unchanged over the past nine years. 

The Morgan-Barlow-Brazer paper finds implications for tax policy in the 
results of a survey study. Again, I must express some doubt that the evidence 
and argument adduced adequately support the authors’ conclusions. Tax poli- 
cy presumably should be based upon a set of estimates of the long-run consis- 
tency of alternative tax programs with the. aims and purposes of our society. 
To this estimate, the immediate opinions and even the immediate actions of! 
people most directly affected by policy are not generally a decisive considera- 
tion. If a poll disclosed that corn farmers agreed that corn ought to be sup- 
ported at $8.00 a bushel, this would not likely persuade us to adopt such a 
policy. If Negroes in a region practicing discrimination did not volunteer oppo- 
sition to it, this would not likely persuade us that discrimination is an accep- 
table social institution in a liberal society. Similarly, I question that the re- 
sponses of high-income persons to this survey are a decisive consideration in 
forming a judgment as to what tax system in the long run will best serve the 

purposes of our kind of society. 
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So far as the choice among tax programs depends upon an estimate of their 
economic effects in some narrower sense, what is relevant is quantitative esti- 
mates of responses, taking account of indirect consequences and of revisions 
of social values and behavioral norms in response to an altered opportunity 
field, This study has some relevance to the making of such an estimate, but to 
my mind its implications are more uncertain and limited than the authors 
take them to be. 

Specifically, I find it disturbing that the policy conclusions are so indefinite 
and the process by which they are arrived at seems similarly subjective. The 
authors say they have found “rather convincing evidence that most upper-in- 
come people in their decisions about work and about investing are not much 
concerned about escaping taxes.” Just what does this mean? What is rather 
convincing? How many are most? How much is much concern? Or, again, to 
take the first of the three “major tax policy implications of our findings”: 
“that distributional objectives may be pursued a long way through progres- 
sive income taxation without fear of encountering appreciable costs through 
creating work disincentives.” How far is a long way? Have we yet gone a 
long way, or more than a long way? What incentive effects should properly 
be considered appreciable? 

I find it disturbing also to become aware that if I had been the one to go 
through the study results to characterize them and draw conclusions at a sim- 
ilar level of vagueness, the words that I used probably would have struck lis- 
teners as involving rather different policy implications. On these grounds, my 
judgment is that the stated conclusions of the paper do not follow in any 
tight way from the research, and the effect that the paper will have upon the 
prevailing state of belief regarding tax policy may or may not be a constructive 
one. 

To return to a general theme, both of these very able pieces of survey re- 
search, done by eminent students of this method, seem to share the defect of 
lacking a framework of applied theory that was explicit, well developed, and 
supportable in view of the existing body of knowledge. Such inadequacy of 
specification of terms of reference and theoretical framework is not uncom- 
mon in modern empirical work. I wonder whether at its present stage of de- 
velopment survey research should not join statistics and econometrics in their 
basic rethinking of the validity of their procedures of inductive inference. 


Grorce F. Break: The three papers just presented all relate to 
empirical studies of major significance, and as good preliminary reports 
should, they both present findings of immediate usefulness and stimulate the 
reader’s desire to see the final products. Only then will it be possible to ap- 
praise their results realistically and fully, but there seems little doubt that 
fiscal and monetary specialists will find much to interest them. In the mean- 
time, I should like to discuss some of the implications for tax policy that 
emerge, particularly from the Morgan-Barlow-Brazer_ paper. 

First, with regard to income tax reform, the authors note that surprisingly 
few of the high-income individuals interviewed appeared to have a strong 
monetary investment in the continuance of most of the well-known, and much 
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discussed, loopholes in the tax structure, This information comes at a time 
when tax reform may well be facing a major dividing point. On the one hand, 
concerted attention to its manifold intricacies in the recent past has so far 
produced little action. Many ardent reformers may consequently be weary of 
the task. On the other hand, Senator Long proposed last fall an improved and 
expanded version of his optional simplified tax system which has a number of 
attractive features. In congressional discussions of this plan, therefore, tax 
reform may well return to the limelight once again. It could hardly happen at 
a more opportune moment. If it is true, as many believe, that federal tax re- 
ceipts will, at high levels of employment and output, continue to outrun fed- 
eral expenditures, policy-makers will face a recurring choice between income 
tax reduction, on the one hand, and the mobilization of federal taxing powers 
in support of state and local governments, on the other. To those who feel, as 
I do, that education, health, and welfare programs merit high social priorities, 
the second alternative has obvious advantages, and these would be materially 
enhanced by a rationalization of the federal income tax base. With these re- 
forms in hand, states could more realistically be urged, in the interests of 
efficiency, to tie their own income taxes more closely to the federal base and 
to expand, perhaps under the stimulus of a federal tax credit, the role of in- 
come taxation in their revenue structures. In addition, federal grants-in-aid 
could be expanded, either on a categorical or on some less restricted basis, 
with fewer fears that gross interpersonal tax inequities would be perpetuated 
in the process, Should structural reforms not be made, however, federal in- 
come tax reduction might well receive majority support, and state and local 
governments, being deterred by interstate competition from taking up much 
of the slack, might then find themselves even more financially hard pressed 
than they now are. 

Advocates of federal tax reduction lay much stress on the dangers to work 
and investment incentives posed by existing high tax rates. The Morgan-Bar- 
low-Brazer study, however, will clearly show these fears to be largely illusory. 
From reading their paper, one gets the happy impression of their respondents 
as a hard-working group of high-income people for whom material rewards 
are far from being everything and who have adjusted to high taxation by liv- 
ing above its burdens. Few of their actions have been strongly tax motivated, 
and such perennial tax victims as the locked-in investor and the illiquid de- 
cedent are apparently much less in evidence than one would have guessed. An 
important result of these findings should be to free the hands of the govern- 
ment whenever strong inflationary pressures are the major fiscal problem. No 
longer can it be argued that higher income tax rates must be rejected as a so- 
lution because of their disincentive effects. Instead, both tax and monetary 
policy can be brought to bear on the problem in accordance with their rela- 
tive merits. 

A third important tax problem concerns the treatment of capital gains and 
losses. I agree with the authors that the law should provide for constructive 
realizations at death. Along with interest on state and local government secur- 
ities, capital gains accrued until the end of the taxpayer’s life provide a wide 
avenue for tax avoidance, especially at the highest income levels where the 
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ownership of such assets is widespread. Both of these loopholes distort invest- 
ment decisions, and it is worth noting that the second apparently robs the 
first of some of its few redeeming features. Having numerous opportunities 
for tax-free capital gains, high-income investors are likely to be less interested 
in tax-exempt bonds, and state and local governments must therefore seek a 
wider and less receptive audience for their securities. As a result, interest rate 
differentials between taxable and nontaxable bonds are less than they other- 
wise would be, and the federal tax subsidy benefits private investors more and 
state and local governments less: Officials of these governments, therefore, 
would be well advised to support increased taxation of long-term capital 
gains, I would only urge that tax reforms of this kind be based on an analysis 
of the effects of both the corporate and the personal income taxes. Under the 
latter, capital gains are clearly undertaxed, but a separate tax on corporate 
income, unless it is completely shifted, will partially offset many of these tax 
differentials and actually reverse others. 

Finally, let me return to a problem touched on at the beginning of my 
remarks; namely, the social value of further investment in education. Not 
only was saving to finance the education of their children an important char- 
acteristic of the Survey Research Center’s high-income group, but this motive 
was mentioned much more frequently by those who had themselves received 
the most extensive formal education. One implication of this finding is clear. 
By increasing its educational services a society sets in motion a chain reaction 
which not only raises the productive capacities of the current generation (the 
gains from which have been well documented in recent empirical studies) but 
through the carryover effect just noted will increase the educational attain- 
ments of future generations. If for these and other reasons more investment in 
education is needed in this country, future expenditure and tax policies of the 
federal government will have to be increasingly oriented to the financial needs 
of state and local governments, 


Lawrence E. THompson: The FRB survey, which Mrs. Projector de- 
scribed, rounds out the postwar line of small-sample interview surveys which 
have sought to determine the pattern of family ownership of investment as- 
sets. By concentrating on the top-wealth group this survey clarifies the pic- 
ture where it was most blurred, and undoubtedly it will stand as the reference 
on that group for a long time. I believe that Mrs. Projector’s use of a wealth 
elasticity concept to measure investor preferences is also new in this field. 
The estimates which she computed led her to the conclusion that common 
stock and a class of “other investments” are strongly preferred to other types 
of assets, and it is that interpretation which seems to me to require some 
qualification. 

Ordinarily we are inclined to think of wealth as the cumulant of savings 
flows. In that context the elasticity results for common stock imply that the 
share of savings invested in stock increases with wealth and is larger at each 
successive wealth level than the stock-wealth ratio which prevailed at the be- 
ginning of the savings period. The implausibility of that interpretation of 
Mrs, Projector’s estimates is suggested, however, by the fact that funds flows 
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accounted for only $10 billion of the $267 billion increase in the value of 
stockholdings of all individuals which took place in the ten years immediately 
preceding the Fed’s survey. The remainder, of course, was accounted for by 
the 9 percent growth rate of stock prices during that period. 

Many of the respondents in this survey undoubtedly experienced a similar 
gain in wealth from the appreciation of their stock investments. And since 
they were asked to value their holdings in current market prices, it follows 
that the observed positive correlation between wealth and share of wealth 
held in common stock must be attributable in some unknown (but probably 
large) part to capital gains rather than the investment of new funds. To put 
it differently, the proper inference may run, on balance, from prior common 
stock investment decisions to the level of wealth rather than from wealth 
level to decisions to commit new funds to common stock. 

The same can probably be said for the greater-than-unity elasticity esti- 
mates of the “other investments” category, which includes income-producing 
real estate and closely-held businesses. 

Mrs. Projector has expertly broken down the elasticity estimates into addi- 
tive components representing frequency of ownership and amount of owner- 
ship, but unfortunately the latter component cannot be taken apart on the 
basis of survey cross-sectional data to show the relative contributions of capi- 
tal gains and the investment of new funds. It may be argued that this is not 
important for a preference interpretation of elasticity estimates, since the de- 
cision to continue to hold an appreciating asset is prima facie evidence of a 
continuing, strong preference for that asset. On the other hand, it should be 
recognized that these specific elasticity estimates have little explanatory or 
predictive power where interest is centered on investment flows. 

The Morgan-Barlow-Brazer study, by reason of purpose and method and 
curiosity concerning possible changes in the responsiveness of investors to in- 
come and estate taxation, invites some comparison of findings for today’s 
high-income families with those which we reported for investors in 1950. Tax 
changes, economic growth, some inflation, and methodological differences 
might have been expected to produce some striking contrasts, but a compari- 
son of the two reports led me to the conclusion that investor behavior is not 
much more or much differently responsive to taxes now than then. 

The 1950 study was undertaken at a time when tax rates were being held 
at record peacetime levels and many observers were seriously concerned with a 
probable “drying-up” of the supply to business of outside equity financing. 
Experience since then has confirmed the study’s main conclusion that those 
fears for investors’ behavior were badly exaggerated, and at least two impor- 
tant reasons for that conclusion, as might have been hoped, stand out again 
in the 1964 survey. 

We were impressed as the S.R.C. interviewers evidently were, by the varie- 
ty and number of motivations which affect investment decisions. Even though 
high tax rates have continued to be an important determinant of take-home 
gains, individuals generally are “not dominated by precise calculations of 
monetary gain” in their economic activities, 

The second reason is evident in the heavy emphasis which respondents 
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gave in 1964 to capital gains. Those who are particularly sensitive to their 
tax situation may regard the capital gains-ordinary income rate differential as 
a stimulant rather than deterrent to risk investments, including business equi- 
ties. The tax structure has some inherent balance in that sense, and the na- 
ture of that balance is one crucial factor to be taken into account in weighing 
a key policy recommendation which emerges from the paper—to eliminate the 
present capital gains-ordinary income rate differential. 

In 1950 the balance between stimulating and deterring effects on the will- 
ingness of investors to hold and commit new funds to risky investments 
seemed quite precarious. The new evidence suggests, however, that today’s 
investors are basically more appreciation-minded than investors were fifteen 
years ago, and, consequently, this preliminary report shows little concern for 
that old issue. But when one moves on to the question of specific proposals 
for eliminating the rate differential—for example, to bring the two rates to- 
gether at current levels of ordinary income taxation or at lower compromise 
levels—it is clear that attention will have to be given again to the balance of 
opposing tax influences. Evidence from other sources indicates that there are 
still conservative high-income investors around who are primarily attentive to 
the safety and after-tax yield of their investments. And on the other side, it is 
difficult to believe that the capital gains investment objective would remain as 
strong and widespread as it appears to be in the absence of the rate 
differential. These groups would be affected differently by such proposals, and 
their reactions should be expected on balance to produce quite different effects 
in markets for risk and fixed-value assets. 

The Mueller-Osborne paper addresses one of the hottest controversies in 
the monetary policy field, and while one may balk at their subjective 
definition of liquidity, it is difficult to quarrel with their assertion that the reg- 
ulatory questions which are at issue should be resolved with full knowledge 
of the deposit and withdrawal behavior of savings account owners. Their 
study will be welcomed because it does contribute new information on the at- 
titudes and, to a lesser extent, the actions of that group. 

On the other hand, one may hope that this survey will be followed by 
others which will concentrate on the owners of large and active accounts, not 
only because the issues which are at stake demand information on account 
owner behavior at different points of the cycle, but also because the need for 
a sharpshooting approach is as strong here as it was in the wealth and tax 
- fields. 

To back up that point, let me cite a few figures from another study which 
started with the account ledgers of all banks and savings and loan associa- 
tions in a major metropolitan area and then moved to the owners of sampled 
accounts for income and wealth data and attitudinal information. We found 
that more than 75 percent of the residents of the area owned one or more reg- 
ular savings accounts. On the other hand, an ownership concentration break- 
down of those holdings showed that four-fifths of the total was held by less 
than one-fifth of the account-owning families. The same point can also be 
made with reference to the growth of the area’s total accounts during the 
1957-61 period covered by the study. Families who held one or more accounts 
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throughout that period owned 88 percent of total account balances outstand- 
ing at the end of 1961—-which establishes the importance of that particular 
group. The surprising fact is that only one-eight of the members of the group 
were responsible for more than 80 percent of the net growth of the group’s 
total accounts. 

I believe that findings of this nature will prove to be reasonably representa- 
tive of other major metropolitan areas, and therefore I am inclined to reserve 
judgment on the authors’ conclusions which are most exposed to the divergent 
behavior of a small fraction of all savings account owners. In that respect I 
would be much less surprised to see savings accounts fuel a “securities market 
boom” than a “wave of discretionary spending.” 








RECENT CAPITAL AND PRODUCTION THEORY 
ON SOME RECENT DEVELOPMENTS IN CAPITAL THEORY? 


By ABBA P. LERNER 
Michigan State University 


I 


In 1936 Keynes introduced the term “marginal efficiency of capi- 
tal,’ substituting the word “efficiency” for the word “productivity.” 
His declared purpose was to obtain a measure that could be comparec 
with the rate of interest, 4. He did this by considering values rather 
than physical quantities [4]. l 

At least as important was the undeclared shift from considering the 
stock of capital to considering the flow of investment and its influence 
on the level of employment. This led me to substitute “marginal 
efficiency of investment” for his marginal efficiency of capital, leaving 
the term “marginal productivity of capital” to represent the effects on 
output of having a greater stock of capital [5]. I would now like to 
suggest a slight change in terminology which would clearly show both 
distinctions, using four terms instead of two: the marginal productivi- 
ty of capital (mpK), the marginal productivity of investing (mp1), 
the marginal efficiency of capital (meK) and the marginal efficiency of 
investing (mel). 

MK is the extra flow of output resulting from a unit increase in the 
stock of capital. But this is not comparable with į because the units of 
output may not be the same as the units of capital. It is possible to 
make mpK commensurable with ¢ by measuring both the capital and 
the output by their value either in dollars or in output, which we can 
call apples, but this would obscure the distinction between the effects 
of a change in the size of the capital stock (K) and a change in the 
rate of investing (7). 

We can isolate these different influences by distinguishing between 
apples and apple trees, so that mpXK stands for the extra potential ap- 
ples per annum from one extra tree. This diminishes with K, the num- 
ber of trees already in existence, because the more trees there are the 
less favorable is the best site remaining available for planting yet 
another tree. 

* Comments and questions by Jack Hirshleifer, Dale Jorgenson, Arthur Lerner, and 
Robert Solow are responsible for some significant clarifications. 
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Mp is the extra capital produced by diverting resources from mak- 
ing one unit of consumption goods to making capital goods. It is also 
not comparable with #. The greater is J, investment, the rate at which 
trees are being planted (or S, saving, the rate at which apples are 
being sacrificed) the smaller will be MpI because more use will have to 
be made of resources that are relatively less efficient at planting new 
trees than at coaxing apples out of the already existing trees. MpK, 
too, will diminish as 7 increases because fewer resources are left to 
help trees produce more apples. 

We get a rate of return to compare with į by multiplying together 
the two marginal productivities. If a tree yields 100 apples per annum 


_ 100 apples per annum : < 
(net), mpK is lem ee i . If it takes the sacrifice of 
ee 


1 tree 


1,000 potential apples to plant an additional tree, mpJ is —__—_——. 
1,000 apples 


. 100 per annum 
The product is A or 10 percent per annum. 


Mel is this rate of return which in (perfectly competitive) equilibri- 
um will be equal to # A positive J will then indicate that K 
is less than that appropriate to į; namely, that meK is greater than i. 
In long-period equilibrium K would be adjusted, meK would be equal 
to #, and I would be zero. MeK may, therefore, be defined as 
mel when I = 0. 

These relationships are illustrated in Figure 1 and Table 1, in which 
position (1) represents an initial long-period equilibrium, position (2) 
a new short-period equilibrium following a reduction in #, (3) a long- 
period equilibrium corresponding to that lower $, and (4) a new short- 
period equilibrium following a further reduction of į. The mel curves 
are downward sloping because mel = mpl XmpK and both 
of these diminish as J increases. 

The downward slope of the meK curve may seem to be more ques- 
tionable. While mpK may be expected to fall as the ratio of capital to 
other factors increases, mpJ is as likely to rise as to fall in response to 
an increase in K. If mpK falls less in making capital goods than in 
making consumption goods, giving up a unit of consumption sets free 
enough resources to make more extra capital goods than it did before 
the increase in K. MpI will have increased! 

But the new capital goods will suffer exactly the same decline in 
their mpK in making consumption goods. The greater number of trees 
that can be planted when 1,000 potential apples are sacrificed is exact- 
ly offset by the greater decline in yield of potential apples per annum 
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per extra tree. As long as there is any decline in mpXK in making capi- 
tal goods, as K increases, meK will be downward sloping. 


H 


The peculiar nature of capital in relation to time in the productive 
process and how this applies just as much to the services of capital as 
to land or labor services is shown in Figure 2. Time is measured along 
AB. The increasing distance from AB of a point moving along the line 
AC represents the cumulative application of “original” or “noncapital” 
factors of production—land-labor services (hereafter called “labor”), 
beginning at A and concluding at B. The line BC represents the emer- 
gence of the product at time B. The total length of the process is AB 
and the average time between the application of the factor and the 


() 
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TABLE 1 
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O/K gs productivity of capital (poten- 
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emergence of the product is LB. If AC is a straight line, LB will 
be half of AB. The total quantity of capital, measured by its labor 
content, will be represented by the area of the triangle ABC or the rec- 
tangle LMCB. 

If į > 0, the values of the flow of consumption goods and of the 
stock of capital goods will exceed the values of the labor services in- 
corporated in them. If we represent the value of a unit of land-labor 
by the vertical distance AA’ we can show its growth as, with the pas- 
sage of time, it turns into a unit of output. In equilibrium this growth 
in value must correspond to the rate of interest or discount. The unit 
of labor applied at time A has an initial value AA’ which grows at a 
rate equal to #, reaching B” at the end of the process. The other units 
of labor, since they are applied later, do not reach so high a value. The 
values they do reach are traced out by the curve B’C’. The 
growth in value may be conceived of as due to inputs of capital 
services; i.e., as resulting from the reinvesting from moment to mo- 
ment of the continuous increase in the value of the goods in process 
during the production period. The causal influence is, of course, the 
other way around. All inputs are put in only because of the expectation 
of a greater value of future outputs.) 
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The total value of output is represented by the area BB’C’C 
at the further end of the figure, of which the rectangle BB’CC’ 
represents the payment for land-labor, the remainder B’B”’C’ being 
the return to capital. The value of the capital stock is represented by 
the complete solid figure ABCB”. AA’BB’CC’, the lower slice of this 
figure, represents the land-labor incorporated in the stock of capital. 
It may be considered as corresponding to the “wages fund,” or “rent 
and wages fund,” and we may call this “land-labor capital.” The rest of 
the figure, the upper part A’B’C’B”, represents capital that must be in- 
vested in addition to the initial payment for the land-labor because it is 
impossible for the capital providers to start consuming all the interest 
on these (wages and rent) payments from the moment they make them. 
We may call this part of the capital the “interest fund” or “capital 
capital.” ny 
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The average period of production is now represented by KB. The- 
point K is obtained by moving the plane figure at the end of the di- 
agram back along BA towards A up to K, where the volume it will 
have moved through, the slice between the congruent parallel planes 
BB’C and KK”P, will be just equal to ABCB”. KB will be less. 
than LB because the greater weight of capital services comes closer 
to the end of the process when there are more capital earnings that 
must be reinvested as capital services. 

It should be noted that the average period of production, which is 
also the capital-output ratio and the measure of capital intensity, is 
not independent of the rate of interest or the price of waiting, just as it 
is not independent of the relative prices of land and of labor. Without 
the relative prices it would be impossible to have a single measure of 
input. 


II 


I now turn to “post-Keynesian” capital theory——the development, 
mostly in Cambridge, England, of models of economic growth center- 
ing largely, in its present presumably introductory efforts, on steady 
states, often called “golden ages,” in which everything grows at the 
same rate so that all the current ratios are steady. The “Keynesian” 
element is the direction of influence from investing to saving rather 
than the other way around, as in Keynes’s insistence on this direction 
of influence via employment and the multiplier. The difference which 
makes it post-Keynesian is that full employment is usually assumed. J 
influences S by increasing not employment but profits. The additional 
spending that constitutes the investing is received and saved by the 
capitalists. If they spend some of this, no less is saved, because that 
only increases their income enough to make the S seem appropriate. 

As one who certainly has spilled not too little ink in the “saving 
equals investment” spree of the 1930’s and 1940’s, I should have had 
no difficulty with this kind of argument. But I experienced severe dis- 
comfort which I traced to an unreadiness to accept the implied reduc- 
tion in real wages. The rather startling response to my expression of 
these difficulties in Cambridge was “of course, if you bring in the 
inflation barrier the whole process is stopped and we just have 
inflation.” The trouble was clearly that my own post-Keynesianism 
rests essentially on the belief that most economies today are at or be- 
yond the inflation barrier. Nevertheless, it seemed incumbent on me to 
try to overcome my provincialism and make the assumptions necessary 
to follow the analysis. l , 

This was not easy. One difficulty was the reversal of the roles of 
capital and investment. I tend to consider as natural a short-period 
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model in which the quantity of capital is given by history. Together 
with the current techniques it governs the current investment opportu- 
nities. The problem is to achieve the desired level of employment, per- 
haps with some consideration, among other social objectives, of a de- 
sired rate of growth. 

Post-Keynesian capital theory does all this the other way around. 
The rate of growth of everything is set by the rate of growth of popu- 
lation and the technical progress, since it is only when everything else 
has been completely adjusted to these that a steady state can be 
achieved. A greater degree of thrift—meaning that a larger fraction of 
the output is saved and invested—thus does not show itself in a more 
rapid rate of accumulation of capital or of economic growth. It shows 
itself only in a higher level of capital stock in relation to output which 
just absorbs the higher rate of saving and investing in growing at the 
predetermined steady rate of growth of everything. 

But after many painful exercises have got one into the swing of 
thinking in terms of states of steady growth, some interesting things 
begin to emerge. It now makes sense to isolate the effects of an in- 
crease in K from the effects of an increase in J by holding /, or rather 
I/K, constant not at zero but at g the rate of growth of a steady state. 
In particular, what may justify the pains is that technical progress can 
be incorporated in the main structure of the model instead of being 
dragged in as an afterthought. 


IV 


If technical progress is neutral as between the use of capital and the 
use of labor, it fits into g, the steady state rate of growth, in exactly 
the same way as an increase in labor. A 1 percent per annum rate of 
such neutral technical progress means that each succeeding year the 
same number of men working with 1 percent more machinery can pro- 
duce 1 percent more output including the 1 percent greater output of 
machines required by the 1 percent increase in the number of machines 
operated per working man. It is just as if the working population grew 
at an additional 1 percent per annum, except that per capita wages and 
incomes now rise. 5 

However, some interesting questions arise as to how it is appropriate., 
to define neutrality of technical progress—the line between capital- 
using and capital-saving technical progress. Here the field has been 
narrowed to competition between J. R. Hicks and R. F. Harrod. 

Hicks’s definition is enticingly neat, “equiproportional increases in 
the marginal productivities of capital and labor”[1] and works ideal- 
ly for an individual producer who can freely change the number of 
men he hires or the number of machines he rents or buys and will not 
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be induced by Hicks-neutral technical progress to change the ratio in 
which he combines them. 

But society as a whole cannot vary the ratio between the quantities 
of capital and labor. It can only vary the uses to which they are put. If 
the marginal productivities of labor and of machines both increase by 
10 percent, an additional unit of labor used in the production of ma- 
chines produces 10 percent more of these, and each machine in turn 
produces 10 percent more of its product. The marginal product of 
labor used indirectly is then increased twice by 10 percent; i.e., by 21 
percent. Labor will, therefore, be shifted from direct use, where its 
marginal product increases by only 10 percent, to indirect use, where 
the technical progress—the increase in marginal productivity—is 
“multiplied” by the number of stages in the economic process. Similar- 
ly, labor will be shifted from indirect uses to still more indirect uses. 
This is what constitutes the substitution of capital for labor.* 

Harrod’s definition of neutral technical progress—“technical progress 
that results in no change in the capital-output ratio for the same rate 
of interest” [2]—gives us neutrality with respect to the substitution 
between direct and indirect labor. By avoiding any reference either to 
the marginal productivity of capital or to physical quantities of capi- 
tal, it avoids the traps that surround these concepts. If the marginal 
productivity of direct labor increases by 10 percent, Harrod-neutrality 
would be satisfied by a 10 percent increase in the productivity of men 
making machines with no increase in the marginal productivity of 
machines; by an unchanged marginal productivity of men or machines 
in making machines with a 10 percent increase in the marginal produc- 
. tivity of machines making final goods, or by some intermediate 
changes that add up to a 10 percent increase of productivity in the in- 
direct manufacture of final goods just as in the first two cases. 

In all three cases, K’ the value of the capital stock K (measured in 
terms of output) will increase in the same proportion as output. In the 
first case, each batch of 100 retired machines is replaced by 110 of the 
new kind, each new machine having the same capacity and the same 
marginal cost as one of the old machines. In the second case, the num- 
ber of machines does not change, but each new machine has a 10 per- 
cent greater capacity and a 10 percent greater marginal cost. The third 
case is intermediate between these two. The only difference between 
the three cases is in the degree to which the 10 percent increase in the 
value of the stock of capital goods is due to a change in the number of 
machines and the degree to which it is due to a change in the value of 

*Hicks may not have intended to identify the marginal productivity of capital with the 


marginal productivity of capital goods, but only on this interpretation is Hick’s neutrality 
different in content from Harrod-neutrality. 
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each machine. The increase, decrease, or stationariness of the capital 
output ratio—the Harrod criterion—will correctly indicate capital- 
using, capital-saving, or neutral technical progress. 


V 


Harrod, feeling that a measure of technical progress should hold 
“the quantity of capital in some sense” constant if it is not to “ascribe 
to technical progress some element of the increase of output which is 
better ascribed to capital accumulation,” suggests that the proper 
measure of the quantity of capital for this purpose is not its value in 
terms of consumption goods but “the length of the productive process” 
defined as “the average time of waiting multiplied by the number of 
man hours (or other non-capital factors of production as currently val- 
ued in terms of man hours) in respect of which there is waiting” [3]. 
This means the average period of production of our “labor.” 

But technical progress can also affect the productivity of capital ser- 
vices, changing the structure of production and altering the value of 
the capital stock, the average period of production and the capital out- 
put ratio, even though the average period of production of labor has 
not changed. 

This is shown in Figure 3 (which reproduces part of Figure 2). The 
broken lines show a shift in the input stream from the middle to both 
ends of the production process, the added area Q being just equal to 
the subtracted area R, and BB’CC’, the labor content of the output, 
and AA’BB’CC’, that of the capital stock, are unchanged and so is LB 
labor’s average period of production. But the value of the output is 
increased because the addition S (the accumulated value of Q) must 
exceed the subtraction T (the accumulated value of R), while the value 
of the whole capital stock, including the “capital capital,” must in- 
crease still more since it must grow in the same proportion as B’B’C’, 
the interest on it. Since that increases by the same absolute amount as 
total output BB”C’C, it will increase in a greater proportion. The overall 
average period of production and the capital output ratio will therefore 
increase from KB to say K*B. Harrod’s restriction of “the average time 
of waiting” to “noncapital” factors of production is unjustified. We 
must recognize that at any moment the capital goods and their services 
are just as “given” as the labor force and the land and their services. 


VI 


I have so far followed the convention of treating capital as a stock 
and labor as a flow. But the legitimization of capital services on a par 
with labor opens the way to a more pleasingly general approach which 
treats every flow of a productive service as yielded by a stock of the 
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source of that flow, and also reduces the differences between the Hicks 
and Harrod neutrality to a difference between the private and the so- 
cial points of view that lie behind them. 

In microeconomics we consider a producer who buys or hires his 
factors of production on the market. If he uses only flows of services 
to produce a flow of output, he simply gets the difference between the 
two flows of payments for these as the payment for the flow of his per- 
sonal services. He requires no capital to run such a business. 

Capital comes into the picture only if the producer wants to own 
some of the sources of the flows of services. Even if he lets others own 
all the buildings and machines, etc., and buys their services (or rents 
the sources) he will normally find it necessary to own some goods in 
process which incorporate past services which will contribute to future 
output. They constitute working capital and must also be considered 
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as sources of flows of productive services. We may then define private 
capital as sources owned. \ 

The more of the sources he is to own, the greater the amount of cap- 
ital he must have or borrow. A capital-using invention from his point 

‘of view is one that induces him to shift from the use of services that he 
buys to the use of services from sources that he owns, for which he 
needs capital. This will happen whenever the marginal productivities 
of the services of owned sources rise relatively to those of bought ser- 
vices. This fits Hicks’s formula that a capital-using invention raises 
the marginal productivity of capital relatively to the marginal produc- 
tivity of labor, etc., remembering that by capital we mean any sources 
that the producer owns and that by labor we mean any productive ser- 
vices that he buys. 

But the economy as a whole cannot change the proportions between 
sources owned and sources rented. It can only change the uses to 
which the given flows of services from the given stock of sources are 
directed. In particular, it can and will shift them away from the manu- 
facture of producible sources whose marginal productivity relatively to 
their marginal cost has fallen and toward the manufacture of produci- 
ble sources where this has risen. 

From the macroeconomic point of view, the significant distinction is 
not between services flowing from sources owned and services bought 
from others but between sources that are producible and sources that 
are not. Producible sources may then be called “social capital.” From 
the social point of view a technical improvement is capital using if it 
diverts current services from producing current consumption goods to 
increasing the stock of producible sources, capital saving if it diverts 
current services in the opposite direction, and neutral if it does neither. 
Harrod’s device—his use of the capital-output ratio (for a given #) as 
an indicator of the bias in technical progress—accurately reflects the 
initial direction of movement of the marginal productivity of indirect 
relative to that of direct use of resources. 


Vit 


There is, however, a third and more natural because more direct in- 
dicator of the bias in technical progress. This is none other than a 
change in our mel, the marginal efficiency of investing. 

Mel has been defined in terms of potential consumption goods: the 
future flow of consumption goods made possible per unit reduction of 
current consumption via the shifting of current services from making 
current consumption goods to making (producible) sources. A change 
in mel is, therefore, a change in the relative marginal productivity of 
indirect as compared to direct use of services flowing from all kinds of 
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sources: labor, land or capital, producible or nonproducible. It may 
even be read as the marginal efficiency of indirectness in the use of 
productive services of all kinds. 

An increase in mel (which = mpK X mpl) may be the result of an 
increase in mpK, the marginal productivity of (the services of) pro- 
ducible sources in making consumption goods. But it may also come 
about from an increase in mpI by virtue of an increase in the mp of 
services in general (including nonproducible sources) in making pro- 
ducible sources relatively to their productivity in making consumption 
goods. In the first case, meZ takes the form of an increase in the prices 
of producible sources: the tree is worth more because it produces more 
apples. In the second case it takes the form of a reduction in their mar- 
ginal cost: it takes a smaller sacrifice in apples to get an extra tree. 
Combinations of these are, of course, also possible. In all cases an in- 
crease, decrease, or absence of change in mel (for a given ratio of J to 
C) is a proper indicator of whether an improvement is capital using, 
capital saving, or neutral in the fundamental sense of how it affects the 
marginal efficiency of indirectness in the use of the currently available 
flow of services yielded by the currently existing stock of sources of all 
kinds. 
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SUBSTITUTION, TECHNICAL PROGRESS, AND 
RETURNS TO SCALE* 


By C. E. FERGUSON 
Duke University 


I. Introduction 


In 1957 Professor Solow published an essay that has had a significant 
impact on the analysis of economic growth [7]. In this study Solow 
separated the growth effects of increased labor input, capital accumula- 
tion, and shifts in the aggregate production function. Stated dif- 
ferently, he determined the relative importance of capital deepening 
and of technical progress in augmenting output per man. His analysis 
was based upon an aggregate production function of the form 


(1) Y = A()F(K, L), 


where Y, K, and L represent national income, capital stock, and labor 
respectively. F(K, L) is assumed to be homogeneous of degree one; and 
the term A(#) represents Hicks-neutral technological progress. 

From (1) it follows that 


(2) i 1G4 = Gy — SzG», 


where G, denotes the rate of growth of x, Sx is the property share, and 
y and & represent the output-labor and capital-labor ratios, respectively. 
The left subscript is used to distinguish among growth equations. As- 
suming (1) takes the Cobb-Douglas form, Solow found that technical 
progress or shifts of the aggregate production function accounted for 
about 90 percent of the increase in output per man. Employing approxi- 
mately the same techniques, Massell [5], Niitamo [6], and others con- 
firm this result. 

Many economists interpreted these studies to mean that capital ac- 
cumulation or capital deepening has only negligible importance in 
economic growth.! If this conclusion is accepted, another follows in- 
evitably: capital theory is unimportant relative to an understanding of 
the forces causing shifts in the production function or technical progress. 
Solow’s conclusions and the implications derived from them, however, 
are based upon certain assumptions that have recently been called into 
question. First, equation (1) assumes all technical progress is “dis- 

* The calculations reported in this paper were financed by an Auxiliary Research Award 
from the Social Science Research Council. Correspondence with Robert Solow has been of great 


help, but he is not to be held responsible for the end product. 
} Solow himself is certainly not in this category; see [8]. 
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embodied” in the sense that it can occur in the absence of gross invest- 
ment. Solow was among the first to suggest that technical progress is 
actually embodied in new capital equipment and, therefore, that capital 
accumulation is essential to economic growth [8]. This is indeed an 
important qualification, if not of Solow’s original result at least of the 
interpretation placed upon it; however, it is an aspect of the problem 
not discussed here. 

Other potentially important qualifications are the subject of this 
paper. In particular, the foregoing analysis of growth in output per 
man is based upon the explicit assumptions of constant returns to scale 
and of Hicks-neutral technological progress. Brown [3] and Walters [9] 
have recently presented evidence indicating the American economy 
is actually subject to “increasing returns to scale” (or, the aggregate 
production function is homogeneous of degree m> 1).? Next, Brown [3] 
and Ferguson [4] found that American manufacturing industry has 
been characterized by Hicks-biased technological progress during most 
of the present century. Either of these forces separately, or both jointly, 
tend to diminish the importance of technical progress relative to the 
increase in labor input and capital accumulation. 


II. Biased Progress and Returns to Scale 


First assume the aggregate production function is homogeneous of 
degree m, not necessarily equal to one, and is characterized by Hicks- 
neutral technological progress. This function may be written 


(3) Y = A()H(K, L). 

The counterpart of equation (2) thus becomes 

a Ga = Gy- (= 6, (=) 
h(k) 


Under certain assumptions concerning distribution, (4) is the same as 
(2) except for the term —(m—1)Gz. For m>1 and Gr>0, Ga is cor- 
respondingly smaller and the importance of technical progress is less. 
On the other hand, if there were “diminishing returns to scale” or a 
decrease in employment (but not both), the importance of: technical 
progress would be augmented. 

Next, suppose the production function is homogeneous of degree one 
but is subject to Harrod-neutral technological progress. In one fairly 
general form the function may be written 
(5) Y = F*{K, AWL], 

* The meaning of this phrase, as applied to the economy as a whole, is questioned in Section 


IV.B, It is used throughout, however, as a shorthand for the phrase “the aggregate production 
function is homogeneous of degree m>1.” 
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and the counterpart of equation (2) is thus 


Af, 
fe 


where a subscript to functional notations represents the first partial _ 
derivative of the function with respect to the variable indicated. 

Finally, if the aggregate production function is homogeneous of degree 
m and technological progress is Harrod-neutral, the function may be 
written 


(7) Y = H*[K, AL]. 





(6) aGa = Gy — SxGh, 


The growth equation thus becomes 


Ahs khe 
7 Ga = G, - (m — 1)Gz a 





(8) 


Equations (6) and (8) may yield estimates that differ from the cor- 
responding Hicks-neutral equations. One reason for difference is the 
multipliers AfZ/f* and AA%/h*; another reason lies in the difference be- 
tween the F and F*, H and H* functions. In fact, however, the cor- 


Tesponding estimates turn out to be almost exactly the same (see 


Table 3). 


III. Empirical Results 


A. The Statistical Models. As previously noted, the original studies . 
of technical progress were based on the Cobb-Douglas function. How- 
ever, Solow and others [2] have developed a more general function that 
is just as susceptible of statistical testing, while not being subject to the 
statistical bias inherent in Cobb-Douglas estimates. The new function, 
a constant elasticity of substitution (CES) function, is used throughout, 
although some estimates based upon a restricted Cobb-Douglas equa- 
tion are given? 

The general form of the CES function for Hicks-neutral technological 
progress is* 


(9) Y = Ae[sK-e + (1 — èL], 


3 Let y and £ denote the labor and capital coefficients or their relative shares. Let » be the 
geometric mean of the ratio of relative shares. The estimates are restricted in that we set 
B=-yu. The estimates are denoted RCD. i 

4 The mathematical form is about the same whether the function is homogeneous of degree 
one or m. Let.the function be y= L*"/(x). Setting the ensticity of substitution equal to the 
constant 1/(1-+-,) gives the f ing second-order, nonlinear differential equation: 


Pafo ad 
(m — e maf 1p’ 
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where p, 6, A, and m may be called the substitution, distribution, tech- 
nology, and homogeneity parameters, respectively. If m is constrained 
to equal unity, (9) is homogeneous of degree one and is denoted OCES. 
When is not restricted, (9) is homogeneous of degree m and is desig- 
nated MCES. If Harrod-neutral technological progress is assumed, the 
CES function changes slightly, becoming 


(10) Y = A[sK~* + (1 — (eiL jme, 


As one may readily see, in the CES form Harrod-neutral technological 
progress is (Hicks-biased) labor-using or labor-saving according as 
—paz0. 

After a little manipulation, (9) and (10) yield the statistical models 
used in this study. An important characteristic of the models is that (9) 
and (10) result in identical regression equations. Hence there are no 
grounds in statistical theory for choosing between the alternative hy- 
potheses of Hicks-neutral or Harrod-neutral technological progress. 

The regression model for the OCES function is 


(1 1) log y= 1b0 + 10k + ids log w, 


where w is the wage rate and left-hand subscripts distinguish between 
regressions. The b’s are the statistical parameters to be estimated by 
least squares, and the economic parameters are calculated from the b’s 
according to the following relations: 


1b1 1b1 
p aen 
1 — 1b; 1 — ibe 
where o denotes the elasticity of substitution. 
While the mathematical forms of OCES and MCES functions are 


very similar, the statistical models are quite different. For m-homoge- 
neity, the regression model corresponding to (9) and (10) is 


(12) g = bs; A= 








(13) log F = bo + abit + abe log w + abs log L. 

The economic parameters are estimated as follows: 
b bs — b 

iy ye pe ee gee 
abs 1 — abs 1 — z; ads — a3 


Equations (11) and (13) comprise the statistical models to be tested. 
B. Equations for Technical Progress. The general growth equations 

based upon the general production functions (1), (3), (5), and (7), 

were derived in Sections I and II above. When the specific CES func- 


Two quadratures yield 
f(x) = LAK + (1 — aLe). 
Since y= L-If(x) and Y=yL, these two substitutions yield equation (9). 
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tions are used, the growth equations usually also assume a more specific 
form. However, in the OCES case with Hicks-neutral technological 
progress, the growth equation is precisely the same as (2)2 


(15) 1Ga = Gy — SxGy. 
When technological progress is Hicks-neutral and the MCES func- 


tion is used, the growth equation is 


mike 
(16) Ga = Gy — (m — 1)G, ~ lara on 


Finally, if technological progress is Harrod-neutral, the growth equa- 
tions are as follows for the OCES and MCES functions, respectively: 











i7 peers, ea Lee ee ee 

e plek + (1 — ajea O E 
m(1 — ô) 

Co. Ee a ee 





mBk-? : 
(0k + (1 — jey 


Since Sx is a time variable when e1, evaluation of equations (15)— 
(18) involves the choice of an appropriate date at which to measure the 
time variables. One could measure these variables, for example, at the 
beginning or end of the period, or he could use an average for the entire 
period. The difference, in fact, is not particularly material. 

C. Statistical Results. Equations (11) and (13) were fitted to OBE 
data covering the periods 1929-63 and 1948-63.° The results are sum- 
marized in Table 1, where the figures in parentheses beneath the regres- 
sion coefficients are their standard errors. The computed magnitudes of 
the economic parameters are shown in Table 2. 

It is clear from Table 1 that the MCES function gives a better fit for 
the entire period 1929-63; but it is equally clear from Table 2 that the 
economic parameters for the MCES function are more or less absurd. 
Both à and «æ are.negative, implying technological retrogression. This 
is to be expected in light of the homogeneity parameter (2.53), because 
a doubling of inputs alone would account for more than a sixfold in- 
crease in output. At this rate of expansion, no “room” is left for techno- 


5 This does not mean, however, that calculations based upon different forms of this general 
class of functions yield identical statistical results. 

6 The data are as follows: (a) national income in manufacturing industry, and (b) 
compensation of employees in manufacturing, (c) both deflated by the implicit price deflator 
for goods output; (d) number of full-time equivalent employees in manufacturing; and (e) 
privately owned structures and equipment in manufacturing establishments in constant dol- 

deflated by an index of unemployment. 
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TABLE 1 
Summary OF REGRESSION RESULTS 











logical progress. This explains, of course, why the OCES model yields 
consistently higher values of X and a. 

Other marked regression differences concern e and m. OCES yields 
higher estimates of the elasticity of substitution, while MCES shows 
materially higher values for the homogeneity parameter. The two 
parameters are, in this sense, statistical substitutes. 

As a rough check of homogeneity, an RCD function was fitted to the 
data for both periods. For the years 1929-63, y+8=1.54 and y+8 
21.25 at the 0.05 level. Over the shorter period of time, y+6= 1.20, 
but the sum is not statistically different from unity. 

If “economies of scale” exist, the phenomenon should be observed 
most clearly when the economy passes from one relative peak to an- 
other. Accordingly, MCES and RCD functions were fitted to nine peak 
observations over the 1929-63 period. The “expected” results were 
obtained. For the MCES function, 6:=1.13(40.07), ba=0.95( +0.27), 
and R?=0.999(0.0001). The calculated value of m is 3.61; and it is pre- 
sumably highly significant. Similarly, the RCD regression resulted in 
y=1.34( +0.06), 6=0.22(+0.07), and R?=0,99(0.001). Thus y+ 
= 1.56 and the sum is statistically significant. 

Despite the statistical fit, one conclusion seems inevitable. On eco- 
nomic grounds one must reject the MCES function for the period 1929- 
63; i.e., technological progress must be equal to or greater than zero. A 
similar conclusion applies to the 1948-63 period. Taking only years of 


TABLE 2 
ESTIMATED MAGNITUDE OF Economic PARAMETERS 





a 
OCES 67 1 015 +.015 
OCES 1.16 1 -019 +.019 
MCES 2.53 — .001 — .0006 
MCES 64 1.45 -001 + .0007 
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` increasing Y from 1948 to 1963, the MCES function yields a computed 


m of 0.47 and y+ from the RCD function is only 1.08. These results 
can be explained largely in terms of the time movement of the regression 
variables. Nonetheless, homogeneity of degree one certainly appears to 
be the relevant hypothesis when time series data cover a relatively 
short period. . 

D. The Importance of Technical Progress. The relative importance of 
technical progress in explaining the growth of output per man depends 
upon the assumptions concerning homogeneity and technological prog- 


TABLE 3 
PERCENTAGE CHANGE IN OUTPUT PER MAN ATTRIBUTABLE TO TECHNICAL PROGRESS 





ress. However, the calculation is somewhat more sensitive to the former 
than to the latter. The computational method is the same for Hicks- 
neutral and Harrod-neutral progress, except the latter introduces a 
“multiplier.” Table 3 shows the percentage of the change in output per 
man attributable to technical progress under the alternative assump- 
tions discussed. 

These estimates offer some range of choice, depending upon the period 
selected and the assumptions involved. In a sense, therefore, the im- 
portance of capital theory is also open to a range of choice. For reasons 
given quite sketchily below, I personally prefer the OCES Hicks-neutral 
function for the 1929-63 period and the OCES Harrod-neutral function 
for 1948-63. Using these two functions, one reaches the following con- 
clusions: technological change has, on balance, been positive during 
both periods; and technical progress has accounted for more than 90% 
of the increase in output per man. The remaining growth is attributable 
to other elements. As would be expected, this is about the same as 
Solow’s original results. 


IV. Returns to Scale and the Nature of Technological Progress 


A, Neutral or Biased Technological Progress? Since the CES regres- 
sion model is the same for Hicks-neutral and Harrod-neutral techno- 
logical progress, one cannot choose between these two hypotheses on 
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grounds of statistical theory. Nonetheless, there are considerations 
which, in certain instances, enable one to make a logical selection. The 
relevant relationships are summarized in Table 4. They apply both to 
the OCES function and to the MCES function for m>1. 

A priori, “technological retrogression” has not characterized the 
American economy. Hence Hicks- or Harrod-neutral technological 
progress is not plausible when \ and a<0. Accordingly, cases (b) and 
(œ) must be excluded. In the other two situations, cases (a) and (8), 
this criterion cannot be used; and æ are positive and provide no basis 


TABLE 4 
Hicxs-Neurrat AND HARROD-NEOTRAL TECHNOLOGICAL Progress IN A CES FUNCTION 





g<i e>1 
(a) ifb, >0 (a) if bh > 0: 
rA>0 A<0 
—pa <0 pa <0 
(b) if i, <0 (6) fbh <0 
A<9 »>0 
~p >0 —pa >0 


for choice. Yet in certain instances empirical evidence pertaining to the 
movement of relative input shares can serve as a guide. 

Let us agree that the average wage rate in manufacturing industry 
has increased relative to the rate of return on capital. First, consider 
case (a) in which the elasticity of substitution is less than unity. Ceteris 
paribus, one would expect an increase in the relative share of labor over 
time. If a decrease in labor’s share were actually observed, it would seem 
reasonable to attribute the decline to labor-saving (Harrod-neutral) 
technological progress.” On the other hand, if the elasticity of substitu- 
tion is greater than unity [case (8)], one expects the share of property 
to increase. If the labor share is augmented instead, one might plausi- 
bly impute the movement to labor-using (Harrod-neutral) technological 
progress. It is this consideration that dictated my choice of Harrod- 
neutrality for the OCES function describing the 1948-63 period. 

Finally, if the expected and observed movements of relative shares 
are consistent, there seems to be no basis for choosing between the 
Hicks-neutral and Harrod-neutral hypotheses in cases (a) and (8). 

B. Increasing Returns to Scale? The statistical results presented here, 
as well as those of Brown [3] and Walters [9], clearly show the statisti- 
cal superiority of m-homogeneity in studies covering long periods of 
time. Thus two questions arise: (a) why does a production function 


T Strictly speaking, Harrod-neutral progress requires constant relative shares since the 
definition stipulates a constant rate of return and a constant capital-output ratio. Needless to 
say, these precise requirements are violated by time series date. 


é 
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homogeneous of degree m provide a better statistical fit than a eor- 
responding function homogeneous of degree one and (b) can one 
interpret the statistical result m>1 to imply “increasing returns to 
scale”? 

Statistically, it is easy to understand why m-homogeneity yields 
superior results. When the “disembodied progress” form of the OCES 
function is used, all qualitative changes are necessarily represented by 
an expression such as e or (i-++A)‘. Either term moves smoothly and 
monotonically, while output per man (the regressand) is neither mono- 
tonic nor smooth. It sometimes declines; and when it advances, it does 
so by fits and starts, perhaps reflecting the uneven flow of inventions. 
Since the wage rate tends to move almost monotonically, there is no 
regressor to reflect downward movements in output per man. As a conse- 
quence, the time series fit is not particularly good. 

When the MCES function is used, value added (Y) becomes the re- 
gressand and employment (L) enters the calculation as a regressor. The 
dips in Y are reflected in dips in Z and dramatic, sudden increases in Y 
are usually accompanied by corresponding changes in L. The latter 
becomes a significant regressor, and its regression coefficient is crucially 
important in determining the computed value of m. The L-series, 
roughly speaking, becomes proxy for qualitative changes that do not 
follow a smooth, regular time pattern. 

For widely fluctuating statistical series, it is easy to see why m- 
homogeneity provides a better statistical fit. Furthermore, the reason 
for its statistical superiority when widely separated “peaks” are used 
should be clear. But the homogeneity parameter can be statistically too 

“efficient,” swamping out technological progress entirely. In these 
cases one must reject m-homogeneity on economic grounds. But even 
if accepted, one would be seriously mistaken to regard “economies of 
scale” as an explanatory term in this context. I do not think it is possible 
to identify the statistical result m> 1 with ‘increasing returns to scale” 
in the technical sense. To do so simply distorts the meaning of another 
term well defined and well established in our jargon. Increasing returns 
to scale means that a proportional expansion of all inputs leads to an 
expansion of output by a greater proportion. The relationship holds. at 
an instant of time and applies only to a situation in which the character 
of inputs does not change. This is a far cry from the conditions that 
prevail when one analyzes the aggregate economy or the manufacturing 
sector by means of time series data. 

In aggregate studies we heroically lump all inputs into two broad cate- 
gories, capital and labor. If one uses cross-section data or time series 
data covering a relatively short span, there may not be particularly 
significant changes within or between these two input classes. But over 
substantial periods of time, important qualitative changes occur in the 
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composition of these aggregates. First, the specific inputs within each 
class change. Even more important, perhaps, the quality of what might 
seem to be the “same” input changes. Replacement of equipment, even 
without positive net investment, allows technological advances to be 
embodied in new capital goods. Similarly, there are a wide variety of 
improvements in intermediate goods and in the labor force. All these 
changes tend to augment output or value added without a corresponding 
quantity or value increase in inputs; and statistically, such changes are 
not adequately represented by a smooth exponential term in the regres- 
sion. 

Next, the product mix comprising manufacturing output shifts over 
time, as do relative output prices. These changes may also contribute to 
the statistical result m>1, but they are certainly not “economies of 
scale.” In summary, then, the following conclusions seem to emerge: 
(a) in aggregate studies covering long periods of time, homogeneity of 
degree one is likely to provide economically more meaningful results, 
though these results may be statistically less significant than in the case 
of m-homogeneity; and (b) homogeneity of degree m>1 should not be 
interpreted to mean that the aggregate economy is subject to increasing 
returns to scale; the statistical result doubtless has a meaning, but it is ` 
not one that can accurately be described by a short, simple phrase. 
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DISCUSSION 


Rarra W. Prouts: For a reason other than the obvious ones, I am a poor 
discussant of Professor Lerner’s paper because I am largely in sympathy 
with the points that he makes. Consequently I do not feel a motivation to op- 
pose his views—at least not in the fiery and unrestrained manner that seems to 
be considered appropriate for discussants. 

Indeed, with regard to the golden-age models, I am inclined to feel that 
Professor Lerner erred in being too easy in his criticism of them. As Lerner 
explains, the economic structure in the golden-age models adjusts to the rate 
of growth of population and of technological progress. These two are usually 
represented as time series; i.e., as functions of time. Hence so long as the eco- 
nomic mechanism equates the rate of profit to the rate of growth, everything 
is fine and the economy follows a path predestined by two time series, which 
are not explained. 

If we view the construction of such models as either an oversimplified pi- 
oneering effort or as a purely theoretical inquiry, I see no reason to raise any 
objections, After all, theoretical inquiry even under assumptions that have 
never been valid and that never will be valid is a perfectly legitimate type of 
investigation, and so long as we keep the golden-age models in this perspec- 
tive. I fail to see any way to object to them. 

But I think it must be recognized that the golden-age models are at a 
different level of realism from the earlier Keynesian models. The Keynesian 
models pointed the way toward study of problems of stagnation, under full 
employment equilibrium, the liquidity trap and so on, while examination of 
the golden-age models might lead one to believe that problems of attaining 
full employment have little relation to economic growth. This is ironic in the 
face of concern in Washington about the backlog of unemployment and its 
adverse effects on the rate of economic growth. Indeed it would seem that the 
Keynesian model would come closer to describing and analyzing the present 
difficulties of economic growth than would many of the post-Keynesian mod- 
els. ; 

Actually the golden-age models strike me as an eccentric development that 
would have been difficult to anticipate. Who would have expected that a neo- 
classical resurgence would have manifested itself in a type of growth model 
which contains a coincidental resemblance to marginal productivity theory? 
In the face of the then prevailing Keynesian climate, I would not have ex- 
pected such a development. 

Instead, I would have expected that extensions of the Keynesian models 
would have been made. I would have anticipated that efforts would be made 
to broaden the scope of Keynesian theory. The effects of various price levels 
might, for example, have been brought into efforts to dynamize and expand 
the Keynesian analysis. Indeed the place of money in the Keynesian frame- 
work might well have been rethought. I would have expected such efforts to 
take precedence over the development of the golden-age models, but they 
have not. . 

Professor Lerner’s remarks on the problem of defining neutral technological 
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progress seems to me to raise questions rather than settle them. His rejection 
of the Hicksian definition of neutral technical progress seems to be 
based on an artificial distinction between the uses of labor and capital. If 
labor can be used in producing both consumer goods and capital goods, then, 
as Lerner points out, if the productivity of both labor and capital increase, 
the productivity of labor used in making capital is increased by the fact of 
the increase in capital’s productivity. Since it is not reasonable to think of 
capital as being employed in the production of labor, an asymmetry exists be- 
tween the two. . 

It is by no means clear that there is any operational asymmetry. If we 
admit the possibility that capital may be used in producing both consumer 
goods and capital goods, then surely the two factors of production can be 
treated in a symmetric way. Capital used in producing capital goods has its 
productivity magnified in the same way as does labor. Thus the possibilities of 
using the Hicks definition seems to be entirely within reason. For Lerner’s 
criticism to stick, it is necessary to assume that none of the existing stock of 
capital can be diverted from manufacturing consumer goods to manufacturing 
capital goods. 

Indeed, the appropriate definition is the one which gives the most accurate 
formal representation of our intuitive notions on the subject. It is really on 
this grounds that one should rally to one definition or the other. It seems to 
me that “equiproportional increases in the marginal productivity of capital 
and labor” come closer to describing the notion of neutral technical progress 
than does a constant capital-output ratio with a fixed rate of interest. 

Actually it may be reasonable to suggest that a defect of the Harrod 
definition is that it treats capital and labor in an asymmetric fashion. Thus 
we would be reversing the criticism made by Lerner. 

Even if we oppose Lerner’s choice on conceptual grounds, it must be admit- 
ted that in a practical sense there is something to be said for his preference. 
The Hicks definition is couched in concepts that are more appropriate to the 
realm of microeconomics, while the Harrod definition is stated directly in ag- 
gregated terms. This in turn probably means that we can come closer to using 
the Harrod definition in actual measurements. But even here actual measure- 
ment is extremely difficult, the requirement of a fixed rate of interest being 
sufficient by itself to cause considerable difficulty. 

Finally, the definitions of the marginal efficiencies and the marginal pro- 
ductivities which Lerner offers should be mentioned. When one reads these 
definitions simply as verbal statements, they seem reasonable and, very likely, 
useful, Yet they are a bit disturbing, because it is not at once obvious how 
they fit into the entire scheme of things. This problem could be solved if Ler- 
ner would formulate these definitions as mathematical functions, because then 
the independent variables would be identified in each case and the relations of 
each to general economic models would be clarified. 


_ Marvin Franxket: We have come a long way since Professor Doug- 
las asked, in the title of a well-known article, “Are There Laws of Pro- 
duction?” New ways of viewing output-input relations have been discovered, 
more sophisticated measurement methods have been devised, and experimen- 
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tation with production functions, especially in recent years, has taken place 
at a high rate. But these developments have not brought any generally agreed 
answer to Douglas’ question, and it is debatable whether they have increased 
much our knowledge of the actual economic forces at work. 

Professor Ferguson would extend the menu of choices already before us. 
His point of departure is a CES function with neutral technical change, and 
he seeks to allow first for (Hicks) nonneutral technical change and second for — 
increasing returns. I sympathize with the direction of this effort but am skep- 
tical of his treatment at certain points,and uncertain of the meaning that 
should be given certain findings. 

In each of the two regression equations in the paper, the wage rate appears 
as a variable. Use of the variable rests on the assumption of profit maximiza- 
tion under competition along a constant returns to scale production function. 
Under these conditions, labor gets its marginal product. This rationalization 
of the wage rate variable is lost when the scale paremter, m > 1, is intro- 
duced. If labor gets its marginal product, the return to capital must be less 
than its marginal product if total product is to suffice. Given only modestly 
increasing returns and plausible values for the other parameters, I should 
think it possible that labor’s share could more than exhaust total product. In 
the context of regression analysis, under increasing returns, this means simply 
the lack of a defensible series for representing the marginal product of labor. 

This difficulty aside, if one is prepared to forego, as increasing returns re- 
quires, the theoretic virtues of a linear homogeneous production function, then 
the door is open to wide-ranging experimentation. There is no need, and there 
may be no particular advantage, in preserving a constant elasticity of substi- 
tution. The CES function becomes but one of many candidates, with the pos- 
sibilities limited only by the experimenter’s imagination and problem orienta- 
tion. Such flexibility is perhaps preferred if one’s object is close fits and relia- 
ble parameter estimates for forecasting purposes. 

Table 3 of the paper offers figures on the fraction of change in output per 
man attributable to technical progress. The figures are based on the growth 
equations which, strictly speaking, hold only for a point in time. Where, as in 
the present case, the interval covered is an extended one, there is a joint par- 
ticle and hence a partitioning problem. The procedure underlying Table 3 ap- 
pears to be one that implicitly causes the whole of the joint particle to be ab- 
sorbed into the technical change variable which, in the growth equations, is 
derived as a residual. Thus the figures in the table cannot be validly com- 
pared without first knowing the relative importance of the joint particle in 
each case. 

In explanation of the relatively inferior fit to the 1929-63 interval of an 
OCES function, Ferguson refers to the more or less inflexible, monotonic be- 
havior of the wage rate (the regressor) in face of the comparatively volatile 
movements in output per man (the regressand). I think it should be empha- 
sized that this is a comment on the adequacy of the data and on the fitting 
procedures we are obliged to use rather than on the inherent worth or “truth” 
of the constant returns hypothesis. If, that is, the wage rate did not tend to 
be institutionally rigid, or if we were able to discover and use in our regres- 
sion work a statistical series that accurately mirrored marginal product move- 
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ments, then we might well find that the constant returns function gave a 
much better fit. 

For production functions of the type used in the present paper, the interpre- 
tation of statistically derived parameter estimates for technical progress and 
increasing returns poses, it seem to me, formidable problems. Some of these 
have been stressed by Professor Ferguson, and I should like to comment fur- 
ther on them. Many things happen over time more or less concurrently, 
though not necessarily coincidentally, with the changes in output and in capi- 
tal and labor inputs. The resource base changes, the organization of produc- 
tive activities changes, and the qualities of the factor inputs change and tend 
to improve. Outside the sector of one’s concern, which in the present case is 
manufacturing, changes occur which may tend to augment or inhibit the pro- 
ductivity of that sector. Components of each of these several types of changes 
may, for particular intervals, occur monotonically, or irregularly, or coinci- 
dentally with changes in capital or labor inputs. To the extent that they occur 
monotonically, they will tend to be reflected in the parameter for time. To the 
extent that they occur coincidentally with increases in the inputs of labor and 
capital, they will tend to be picked up by the increasing returns parameter. If 
their impact is irregular, but nonrandom, in character, their influence cannot, 
without more information, be guessed. Presumably either the time or increas- 
ing returns parameter, or both, could be affected. 

Consider a few possibilities, All technological change might be embodied 

and its effects manifested coordinately with factor input increases. Or it might 
be embodied but with its consequences for productivity realized quite gradu- 
ally over time as enterprises gained experience in the use of new methods. In- 
creasing returns might emerge coordinately with changes in factor inputs, or 
they might be realized slowly and with considerable lag as industries sought 
to adapt and adjust to higher levels of activity. Changes outside the manufac- 
turing sector that affect the latter’s productivity might follow closely manu- 
facturing and aggregate output or they might resemble more an autonomous 
long-term force. 
_ Such possibilities as these are not, I think, implausible ones. Since we know _ 
little of the specific content or relative importance of the various changes or 
of the extent to which they may reenforce, complement, or offset one another, 
we cannot give distinctive economic meaning to the two parameters in ques- 
tion. For all we really know, the familiar labels might be reversed without 
doing violence to the truth. The argument for this view is yet stronger when 
one remembers how aggregative a production function for the manufacturing 
sector is. Must one, then, as Professor Ferguson contends, and other considera- 
tions aside, reject the increasing returns function on economic grounds? Are 
there in fact any economic grounds? One need not and probably should not 
interpret the negative trend parameter in this function as technical retrogres- 
sion. All we know is that the neutral component, which is the resultant of a 
composite of ill-defined forces, takes on small negative values in both the 
Hicks and Harrod versions. This outcome may not be an easy one to explain, 
but neither may it be impossible. 

In any event, considering the nature of the problems and the state of the 
art in this area, we need not drive ourselves to making seemingly hard choices. 
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I. Introduction 


Although recent years have seen a notable increase in the amount of 
attention devoted to the economics of research and development, no 
attempt has been made to use econometric techniques to estimate the 
marginal rate of return from R and D expenditures in individual firms 
and manufacturing industries.1 The enormous difficulties, both cuo- 
ceptual and practical, in making estimates of this sort are all too obvi- 
ous. Nonetheless, it is important that the task be begun, since business 
firms and government agencies badly need better measures of the return 
from R and D. 

This paper presents some results which are both preliminary and 
tentative. Having cursed the dark loudly and publicly,? my purpose 
here is to stimulate discussion of the problem and to light a few candles, 
limited though their power may be. Section II shows how the marginal 
rate of return from R and D expenditures can be estimated, assuming 
that a simple model of production holds and that all technical change 
is organizational. Section III presents numerical results for a small 
number of manufacturing firms and industries. Section IV shows how 
such estimates can be obtained, assuming that all technical change is 
capital-embodied, and Section V presents numerical results based on 
this assumption. Section VI discusses the findings and concludes the 


paper. 
Il. Organizational Technical Change: Model 
To begin with, I assume that all technical change is organizational 


* The work on which this paper is based was supported by a grant from the National Science 
Foundation and by the Ford Foundation Committee on Technological Change and Economic 
Growth, of which I’m a member. Previous versions of the paper were presented at the Cowles 
F Foundation for Research in Economics at Yale Universi a and the Brookings Conference on 
ditures. My thanks go to N. Auspitz, C. P. , and J. Smith for assistance, and 
to A As Nae o, S. Koizumi, and R Solow for oe on an earher ratt. Because of apace 
tations, it was ni to delete parts of the Mimeogra copies of the complete 
paper are available from the author on request. Pos P j 3 
F iis cultural research, Griliches [2] [3] has made some estimates of the rate of return. 


Ewell [1] made some Tough estimates for the entire economy. However, no estimates have 
been made for particular manufacturing industries or firms. For some estimates of payout 
periods, see [9]. 

3 See Mansfield [6]. 
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and that the production function for a particular firm is 
i t as 
O o@= ae] f morgas "OKO, 


where Q(#) is the output rate (in 1960 prices) at time ż, L(#) is the labor 
input at time i, K(é) is the stock of capital (1929 prices) employed at 
time #, R(g) is the rate of expenditure (1960 prices) on R and D by this 
firm at time g, à is the annual rate of “depreciation” of an investment 
in R and D, a is the rate of technical change that would occur even if 
Rand D expenditures (net of “depreciation”’) by this firm were to cease, 
a is the elasticity of output with respect to cumulated past net R and 
D expenditures, A and q are parameters, and time is measured in years 
from 1960. 

Five points should be noted regarding equation (1). First, it recog- 
nizes that the firm’s efficiency depends on its previous R and D expendi- 
tures, as well as on the inventive activity of other firms and nonprofit 
institutions (the effect of the latter being incorporated in a). Second, 
it allows for the possibility that an investment in R and D, like that in 
plant and equipment, depreciates over time, because of the obsolescence 
of research findings and designs.‘ Third, it makes the usual assumption 
that holding constant the level of previous R and D expenditures (which 
determines the level of technology at a given point in time), there are 
constant returns to scale with respect to labor and capital. Fourth, A 
and @ can vary from firm to firm, and a; and a can vary from industry 
to industry.’ Fifth, the little evidence that is available seems to support 
equation (1). A study [11] of seventeen chemical firms indicates that 
this type of production function fits well and that the coefficients are 
generally statistically significant and of expected size. This evidence is 
hardly conclusive, but it is all we have.’ 

Next, assume that, for the period up to 1960, 


(2) R(g) = Ree, 


3 For other papers that assume that current output is a function of cumulated past R and 
D expenditures, see Minasian [10] [11] and Kurz [4]. Apparently, this is the first model that 
uses a depreciation factor and Fhe “imported” technical change. 

* One implication of this model, as it stands, is that the frm must do some R and D just to 
maintain its efficiency at a constant level. Since it takes some R and D simply to move along a 
given production function in response to changing factor prices, etc., this may not be too 
unrealistic. If one believes that this is not the case, he can set A equal to zeré. This makes little 
difference in the subsequent analysis. 

5 We assume that a; and a; are thes same for firms within the same industry, but this assump- 
tion can be relaxed if one part of an industry seemed to differ significantly from another part. 
In Sections II and V, we assume that az is the same in chemicals as in petroleum. Because the 
industries are similar in many respects, this seems reasonable. Of course, if more data were 
available, it would not be necessary to make this assumption. 

* Note that-Minasian’s results {11] are based on the assumption that à and r equal zero and 
that his data on R and D expenditures do not go back very far. Moreover, because of the 
correlation between time and the sum of previous R and D expenditures, his estimates are not 
very precise when both of these variables are included in the production function. Nonetheless 
his study, which is the only one of this sort that has been done to date, seems to point toward 
the use of equation (1) as a first approximation. For further comments ses note å. 
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where R, is the firm’s R and D expenditures in 1960, p is the rate of 
increase of R and D expenditures in current dollars, and æ is the rate 
of price increase of R and D, as well as an allowance for noncompara- 
bility of R and D figures over time. According to the available data, 
R and D expenditures in current dollars rose (approximately) ex- 
ponentially in most firms during 1927-60. It seems reasonable to assume 
as a first approximation that R and D expenditures in constant dollars 
did so, too. 

Given these assumptions, what would have been the marginal rate of 
return from an additional amount spent in 1960 on R and D, assuming 
that R and D expenditures after 1960 would continue to conform to 
equation (2)? If an additional expenditure of e had been made on R and 
D in 1960, the output at a subsequent time # would have been 





‘ptt Reet —Àt i « l~a 
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(4) roa 5 Ae a LK =A). . 


Thus, if L(ġ) = Le" and K(é) = K.e*, it follows that 
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Q 
= alp EEA 


dir +A — a — (a: — 1)(p — o) — al — foi, 


where Ọ is the 1960 value of Q(. We assume that the price of the 
product will remain constant from 1960 on, and that the elasticity of 
supply of the R and D inputs to the firm is infinitely elastic. Conse- 
quently, since both Q(#) and R(g) are expressed in 1960 prices, we set 
the right-hand side of equation (5) equal to one, solve for r, and find 
that 
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(6) r= no- 6 +0) E+ oat (a 1)(p — o) + al + (1 — a)k, 


where r’ is the marginal rate of return from the extra expenditure 1 in 
1960 on R and D. 


IL. Organizational Technical Change: Empirical Resulis 


To illustrate how equation (6) can be used to estimate the marginal 
rate of return from R and D, I did a pilot study of ten chemical and 
petroleum firms and ten manufacturing industries. First, let us consider 
the case of the ten firms. From correspondence with the firms, annual 
reports, and Moody’s, I obtain estimates for each firm of a, R., p, and 
Q. Assuming that the value of labor’s marginal product is set equal to 
its wage, I use labor’s average share of value added in the firm (during 
1946-62) as an estimate of a. To estimate Q and R,, I use data regard- 
ing the firm’s value added and R and D expenditures in 1960. To esti- 
mate p, I use the slope of the regression of the natural logarithm of the 
firm’s R and D expenditures (current dollars) on time during 1945-58. 

The next step is to estimate b’=a,+-a:(p—c). Letting 


(7) V/V = Q/Q — aL/L — (1 — a)K/K, 
it follows from equations (1) and (2) that 
(8) In V(t) = constant + b't. 


For each firm, I obtained data regarding Q(#), L(#), and K(2) for 1946- 
62.7 Letting V=1 in 1946, I calculated V(#) for each subsequent year, 
regressed Jn V(t) on t, and used the resulting regression coefficient as an 
estimate of b’. Since the model applies only to periods when the firm is 
operating at full capacity, I omitted years when output was less than 
some previous year. 

Next, given an independent estimate of az, I estimate a1, assuming 
that a; is the same for all of these firms but that a, may differ from in- 
dustry to industry. Since 


(9) 8’ = [a1 — azo] + ax + 2, 


7 Note that the data on value added contain an error, which was judged to be too small 
to be worth correcting. By mistake, they are net of R and D expenditures. However, since 
R and D expenditures are a very small and relatively constant percentage of value added in 
these firms (about 5 percent), their omission is very unlikely to have an important effect on 
the findings. Note too that our estimate of œ is very rough. We assume that labor’s marginal 
product is set equal to its wage. (Of course, we could assume that physical capital’s marginal 
product is set equal to its price. The resulting estimate of a would fis the same.) However, we 
cannot assume that the marginal products of both labor and capital are set equal to their 
prices, because this would leave nothing as compensation for the investment in R and D. 
Of course, if this assumption seems too unrealistic, there are other ways that œ could be esti- 
mated. 
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where $’ is our estimate of b’ and z is the sampling error it contains, it 
follows that 


a, = [é — asp] + ago + z. 


An independent estimate [15] of a, based on data for seventeen chemi- 
cal firms, is .11, the standard error being .01. To check this estimate, I 
regressed b on p, and found that the regression coefficient, .12, was very 
close to .11, the difference not being statistically significant. Setting a, 
equal to .11, the average value of (8’—a.) for our ten firms is .013, 
and there is no evidence that it differs significantly between industries. 
Thus, omitting z, 


(10) a, = .013 + .11c. 


Finally, inserting these estimates of a, and a3, together with the esti- 
mates of æ, p, Ro, and Q, into equation (6) and assuming that al+-(1—a)k 
= ,02 for all firms, we obtain the estimates of r’, given assumed values of 
o and X. The results are shown in Table 1. 

Let’s turn to the ten two-digit manufacturing industries in Table 2. 
The model in Section I can be reinterpreted on an industry-wide basis, 
Q(t), L(#), etc., being regarded as industry aggregates rather than figures 
for individual firms. Based on this interpretation, estimates of a, p, Q, 
R., and b’ were obtained for each industry by methods similar to those 
used for the firms. However, since a, would be expected to vary consid- 
erably from one industry to another, I cannot estimate as and a; in the 
way I did for the firms, unless data are available for a number of rela- 
tively homogeneous industries. Having data for only a small number of 
industries, I rewrite equation (6) as 


(11) Pay (1-24 a)y -a-ptotal+ (ah 


where x= (a,/b) is the proportion of the industry’s technical change not 
due to its own R and D. Then I set a, equal to zero, insert the estimates 
of a, p, Q, Rə, and b’ into equation (11), assume that al+(1—a)k=.02, 
and obtain the results shown in Table 2. It can easily be seen that these 
results are lower bounds on the marginal rates of return. 


* We can obtain our own estimate of a; by regressing b’ on p, since g should be uncorrelated 
with p. To allow for interindustry differences in ¢;, one can allow the intercept to differ be- 
tween industries. However, it turns out that these differences are not statistically significant. 

* Note two things. First, since the two estimates are largely independent, it would be better 
to average Minasian’s estimate of ¢, and ours rather than to use his alone. However, the two 
estimates are so close that this would make no difference. Second, it may be objected that 
Minasian’s estimate of .11 is inappropriate here because it is based on the assumption that a; 
is zero. However, if we use the estimate he obtains when he relaxes this assumption, together 
with our results, we get almost exactly the same answer. Specifically, if we average his estimate 
(.08) and ours (.12), we get .10. Moreover, although each of these estimates has a substantial 
standard error, the average is statistically significant. 
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TABLE 1 


ESTIMATES oF b AND b’ AND MARGINAL Rates or RETURN FROM R AND D EXPENDITURES, 
TEN CHEMICAL AND PETROLEUM FIRMS 





RATES OF RETURN 











Fru Capital-Embodied Organizational 

om 04 loom 04 o= 04) oœ 04 | om .07 | om 07 

A= 04 [r= .07 A= 04 Dm .07 Am 04 | A= .07 | X= O4 | X= 07 
Ci .12 .18 .04 04: 04 04 
C2 -25 26 02 .01 .02 .02 
C3 42 46 10 11 .09 10 
C4 .33 36 14 17 12 14 
c5 -53 58 06 06 .05 .06 
Pi 24 25 13 .16 Ail 13 
P2 .57 .72 .25 .33 .17 .25 
P3 -64 .70 .51 .63 .40 51 
P4 -92 .99 79 96 .63 79 
P5 73 -78 31 37 .26 .31 
* Less than zero. 


Source: See Sections II and V. 


IV. Capital-Embodied Technical Change: Model 


Before discussing the results of Section ITI, let us consider an alterna- 
tive model based on the supposition that technical change is capital- 
embodied, not organizational, and see the extent to which the results 
differ from those in Section III. For capital installed at time v which is 
still in existence at time #, the production function for a particular firm 
is assumed to be 


0) Q,() = Ae | f eno R(ode| KOKO, 


where Q,(é) is the output rate (in 1960 prices) at time ¢ from such 
capital and L,(#) is the rate of labor input being combined with this 
capital at time ¢. Of course, A, 41, and a; are not me same as in Sections 
I-III. 

Next, assume that all capital in a particular firm, regardless of vint- 
age, depreciates at an annual rate of ô and that the firm’s labor force is 
allocated efficiently among various vintages of capital. Given this as- 
sumption, one can show that 


(13) Q@ = AL) fo f f ster/tnayteye 


. ( f aroa) r oah 
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TABLE 2 
ESTIMATES OF b AND b’ AND LOWER BOUNDS ON THE MARGINAL Rates or RETURN 
FROM R AND D EXPENDITURES, TEN MANUFACTURING INDUSTRIES 











RATES OF RETURN 
ESTIMATES Capital-Embodied Organizational 
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Electrical equipment | .036 | .037 .04 | .01 
Stone, chy, ia ee -015 | .025 55 j £52 
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* Due to sampling errors, this estimate violates the a priori constraint that 6>0. 
o estimate can be made because the estimate of b 1s negative. 
URCE: See Sections If and V, 


where I(z) is the gross investment in plant and equipment (1929 prices 
by the firm at time v. Of course, 6 varies from industry to industry, bu 
I assume that it is the same for all firms in the same industry. Finally 
I assume once again that equation (2) holds up to 1960, 

Given this alternative model, what would have been the margina 
rate of return from an additional amount spent in 1960 on R and D 
assuming that R and D expenditures after 1960 would continue to con 
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form to equation (2)? If an additional expenditure of e had been made 
on R and D in 1960, the output at a subsequent time ¢ would have been 


(14) Of = AL) {em ( f i eisson (0d) 
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G +p— -) 


t Ree)? @3/(1—a) ka 
+ on f eliter (—-a)) y» E= + e| d} . 
0 PTT 


Let Q,(#) be the output rate at time ż if e=0, and let 
t 
(15) J.(t) = en f e lh rteale—e])/(l—a) 27 (9) dy, 


That is, Jo(é) is the “effective” stock of capital [13] [15] at time ż if 
e=0. Assuming that I(v) = Ie from 1960 on, it follows that ` 
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where J is gross investment in plant and equipment in 1960. Assuming 
for simplicity that Q.(#)/J.(#)=Q/J, where Q and J pertain to 1960, we 
have 
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where r is assumed to exceed 
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Setting the right-hand side of equation (18) equal to one and solving 
for r, we have 
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where #* is the rate of return from the extra amount spent in 1960 on 
R and D” 


V. Capital-Embodied Technical Change: Empirical Results 


To illustrate how equation (19) can be used to estimate r*, I again 
consider the ten chemical and petroleum firms and the ten manufactur- 
ing industries. To estimate I for each firm, I obtained data regarding 
its investment in plant and equipment (1929 dollars) in 1960. The slope 
of the regression of In I(v) on v during 1946-62 is used as a rough esti- 
mate of 7. As an estimate of ô, I use the reciprocal of the length of life 
of plant and equipment in the industry, assuming that plant has a 45 
year life and that the average life of equipment is given by the Treas- 
ury’s 1962 Depreciation Guidelines and Rules. To estimate J, the de- 
flated book value of the firm’s 1960 fixed assets was multiplied by 
Phelps’s estimate [13] of the ratio of “effective” to “old-style” capital 
in the business sector of the economy. 

The next step is to estimate b=a,+4,(p—o) for each firm. If the 
assumptions in the previous section hold, 


(20) (1a) in {[W - WE- 1) + WOO} 


Ro ar 
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: | G oe Nas J ] a 
where W(#)=Q'G-9)(#)/Le/Q-#(#), Thus, in each firm, I calculate 
the value of the left-hand side of equation (20) for each year during 
1946-62, using the estimates of a and ô described above and the data 
provided by the firms regarding Q(#), L(t), and I(ġ. Then I regress this 
value on #, and use the regression coefficient, 6, as an estimate of b. As 
in Section ITI, I omitted years when output was less than some previous 
year. . 
19 In most cases, a good approximation for r* is Va A+p—o)IQ/Rod. 
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Next, I estimate a, and az, assuming that a; is the same for all firms 
but that a; may differ between industries. The regression of $ on p is 


(21) 6 = — 024+ .673 p; 
(.242) 


the correlation coefficient (adjusted for degrees of freedom) being .61, 
and there is no evidence that a, differs between the industries. Thus, 
our estimate of as is .673 and our estimate of a; is —.024-++.673c. Finally, 
inserting these estimates, together with the estimates of ô, a, p, 4, I, 
R., Q, and J, into equation (19), we obtain estimates of r*, given as- 
sumed values of o and X. The results are shown in Table 1. 

Turning to the two-digit manufacturing industries, we again reinter- 
pret the model in terms of industry-wide aggregates. Estimates of 6, J, 
4, and J were obtained by methods similar to those used for the firms. 
Rewriting equation (19) as 


(22) (+0) (#- trite) 


=o(1- 24 


T set a3 equal to zero, insert the estimates of 5, F, Ro, Q, J, i, a, and b 
into equation (22), and obtain the results shown in Table 2. Like the 
comparable results in Section ITI, they are lower bounds on the rate of 
return rather than estimates of the rate of return. Without data for 
more industries, we cannot obtain the latter. 


VI. Discussion and Conclusion 


In view of their roughness it would be unwise to read too much into 
the results in Tables 1 and 2. However, several points are worth noting. 
First, like the results of previous studies the estimates in Table 1 tend 
to be very high. Among the petroleum firms, regardless of whether tech- 
nical change was capital-embodied or organizational, the marginal rates 
of return average about 40-60 percent. Among the chemical firms, they 
average about 30 percent if technical change is capital-embodied, but 
only about 7 percent if it is organizational. Even if the elasticity of 
supply to the firm of R and D inputs is less than infinite, as Machlup 
asserts, the rates of return remain high, so long as the elasticity remains 
within seemingly reasonable bounds." 


1 Tf true, these high marginal rates of return may persist because of the riskiness of R and D 
activities or because firms are ignorant of the true returns. For further discussion, see below. 
However, if there is a lag in the effect of R and D expenditures on the production function, ` 
our estimates in Tables 1 and 2 overestimate the true rate of returns. If one knows the length 
of the lag, the necessary adjustment can be made quite easily. For example, in the case of 
organizational technical change, it turns out that our estimates in Table 1 (with g and à equal 
to .04) are about 20 percent too high if the lag is one year. Obviously, this may be important. 
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Second, comparing these results with the few estimates of this sort 
that have been published by other economists, it appears that although 
our estimates seem very high they are generally much lower than those 
obtained by others. However, comparing our results with data I ob- 
tained from a number of large chémical and petroleum firms regarding 
the expected profitability of their current R and D projects, it appears 
that our estimates are considerably higher than the firms’. To some 
extent, the latter difference is due to differences in concept and to 
sampling errors and other inadequacies in our estimates. But to the ex- 
tent that this difference is real and our estimates are closer to the truth, 
it suggests an underinvestment in R and D, particularly among the 
petroleum firms.” 

Third, the estimates in Table 1 suggest that the marginal rate of re- 
turn was directly related to a. firm’s size in chemicals but inversely re- 
lated to it in petroleum. To the extent that these differences, which 
seem to persist for all values of à and o in Table 1 and for capital-em- 
bodied and organizational technical progress, are real, they suggest that 
a transfer of R and D inputs from the smaller chemical firms to the 
largest ones and from the largest petroleum firms to the somewhat 
smaller ones might be desirable. 

Fourth, the lower bounds in Table 2 suggest that, even if x is as large 
as .90, the marginal rate of return exceeded 15 percent in the apparel 
industry, regardless of whether technical change was organizational or 
capital-embodied. If it was organizational, the same was true for food 
and furniture. Although they are by no means unambiguous, these re- 
sults suggest that there may have been an underinvestment in R and D 
in some of these industries.” 

Fifth, whether technical change is capital-embodied or organizational, 
there is evidence of diminishing return to scale from cumulated net R 
and D expenditures in chemicals and petroleum. If technical change is 
organizational, our results, like Minasian’s [11], suggest that the aver- 
age effect of a 1 percent increase in cumulated net R and D expendi- 
tures is a .Í percent increase in current output. If technical change is 
capital-embodied, its effect is a .7 percent increase in current output. 

Sixth, since the rate of technical change is measured by 6 if technical 
change is capital-embodied (and by 0’ if it is organizational), Table 1 
provides the first published estimates of the rates of technical change 
during the postwar period in particular firms. These estimates indicate 
that a firm’s rate of technical progress is directly related to the rate of 

43 For results based on orhe stid studies, see [1] [2] [3] and [7]. The data ing the firms’ 
expectations pertain to eight firms and were obtained by interviews and correspondence. - 
These data, together with similar information collected during the next few months, will be 
used in a paper I am writing with Michael Hamburger on industrial R and D expenditures. 


3 Of course, this presumes that z does in fact lie between .25 and .90 in all industries. This 
is reasonable, but by no means indisputable. 
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growth of its R and D expenditures, as would be expected on the basis 
of our model.“ However, there is no evidence that such frequently-used 
variables as the firm’s ratio of R and D expenditures to sales or its 
growth rate exert an important influence on its rate of technical change. 

Seventh, Table 2 provides new estimates of the rate of capital-em- 
bodied technical progress in various manufacturing industries. Accord- 
ing to these estimates, technology advanced most rapidly in motor 
vehicles and instruments and least rapidly in machinery, glass, and 
furniture. As would be expected, the estimated rate of technical change 
generally exceeds the estimated rate of organizational technical change. 
However, there is relatively little correlation between them. 

In conclusion, these results should be viewed with considerable cau- 
tion, for at least three reasons. First, they are based on a number of 
highly simplified assumptions: that uncertainty can be ignored, that 
technical change is cost-reducing,"® that all technical change is neutral, 
that the production function is Cobb-Douglas, and that, to use Phelps’s 
phrase [12], capital is putty, not hard-baked clay. Second, the estimates 
in Tables 1 and 2 contain substantial sampling errors.!” Third, they are 
incomplete estimates of the social rate of return, since they do not take 
account of the effects of increased R and D expenditures in one industry 
or firm on productivity in another industry or firm. The social rates of 
return may be higher than ours. 

Nonetheless, I believe that the results represent a useful first step 
toward the formulation of operational techniques to measure the returns 
from R and D, and I hope that others will be encouraged to join in the 


work toward this end. 
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MARKET STRUCTURE, BUSINESS CONDUCT, 
AND INNOVATION* 


By Jesse W. MARKHAM 
Princeton University 


I 


We rely heavily on the a priori relationships between market struc- 
ture and business conduct and performance for providing meaningful 
interpretations of the activities of the approximately eleven million 
business enterprises that make up the private sector of the American 
economy. If firms are numerous and no one of them controls a 
significant share of the appropriately defined market, we predict rea- 
sonably competitive pricing; if firms are very few (concentrated oligop- 
oly), we predict the contrary. Indeed, it is the assumed validity of 
these relationships that makes price theory something more than ran- 
dom speculations and public policy toward monopoly something more 
than the caprice of politicians and bureaucrats. There seems to be a 
general presumption, ceteris paribus and all that, in favor of low con- 
centration as a structural goal on the grounds that this is more likely 
to assure the attainment of certain performance goals such as price- 
cost relationships compatible with efficient resource allocation. 

It is generally agreed on a priori grounds also that market structure 
affects the level of innovational effort, but there is far less agreement 
on the magnitude and direction of the effect. Many economists adhere 
to the traditional view that competition begets technical progress [9, 
p. 317]. But the Schumpeterian hypothesis [13, Chap. 7], probably 
the oldest and most respectable on this subject, asserts that the posses- 
sion of accumulated monopoly rewards, the prospects of additional 
such rewards in the future, and the security attending market power 
are prerequisites to undertaking the risks and uncertainties of innova- 
tional activities. Contemporary students of the problem have recently 
interpreted the hypothesis to state that the greater the profits and the 
degree of market power (the potential capability to earn monopoly re- 
wards) or firm size, the greater should be the effort to innovate. The 
original and restated versions, while akin to each other in terms of 
their policy implications, are obviously not the same. The original 
Schumpeterian hypothesis simply stated that in the absence of uncom- 

*I am greatly indebted to my colleague Professor Frederic M. Scherer for his valuable 
comments on this paper and to the Ford Foundation’s Inter-University Research Program 


on the Micro-Economics of Technological Change and Economic Growth for financial assist- 
ance. 
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mitted accumulated surpluses the undertaking of risky and uncertain 
innovational activities would not occur; and unless the prospective re- 
wards to such innovational activities were high (relative to competitive 
returns), the incentive to undertake them did not exist. But for several 
important reasons this does not imply that the measurable innovation- 
al effort of a firm as expressed, say, in terms of its research and devel- 
opment expenditures should be a continuous and increasing function of 
market power, business size, or, for that matter, retained monopoly 
earnings. 

First, it has not yet been demonstrated that industry concentration 
ratios are good surrogates for monopoly power or past or future mo- 
nopoly profits. The lines of demarcation between census classifications 
of industries are drawn often faintly, often heavily, and sometimes ar- 
bitrarily. And the concentration ratio—the measure of market power 
most frequently used in empirical tests of the restated Schumpeterian 
hypothesis—is after all only one of the many possible points on the cu- 
mulative concentration curve and not a summary index of the entire 
curve. Accordingly, even if industries identically monopolistic by a 
true measure of monopoly always earned identical monopoly profits, 
one would surely still expect to find what we in fact find: considerable 
variation in reported profits among industries having concentration ra- 
tios of roughly the same magnitude. 

Second, and this is much more important, there is no presumption in 
the Schumpeterian hypothesis as originally stated that innovational 
activity as measured in terms of research and’ development expendi- 
tures is the only use to which accumulated uncommitted profits will be 
put, or that any of such profits, simply because they exist, will be put 
to this use in the absence of appropriate opportunities. Schumpeter 
defined innovations broadly enough to include, among others, mergers, 
new organization, the new advertising campaign, the new product, and 
the new process. Only the last two are logical consequences of techni- 
cal research and development activities conducted inside the business 
firm. What Schumpeter really said was that uncommitted balances 
were a prerequisite to engaging in highly uncertain commercial activi- 
ties. Hence, to run regression analyses of research and development 
expenditures as reported, say, to the National Science Foundation (the 
most comprehensive source of research and development expenditures) 
and firm size, concentration ratios, or any other index of market struc- 
ture, at best only determines the statistical relationship between a 
fraction of the Schumpeterian variable and some rather imprecise 
measures of monopoly. 

Third, there is the fundamental question of whether, even if our in- 
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dexes of monopoly power or business size were statistically unbiased 
and our quantitative measures of innovative effort conceptually com- 
plete and unambiguous, one would on logical grounds expect them to 
vary systematically and continuously with each other; and there are 
very persuasive practical and theoretical reasons why we would not ex- 
pect them to vary proportional to each other. If we can predict cricket 
chirps from the temperature, then we can also predict the temperature 
from cricket chirps; so let us take a look at the policy implications of 
the presumed collinearity between monopoly and research and develop- 
ment outlays by interchanging the dependent and independent varia- 
bles. Between 1930 and 1963 the private outlays of firms on research 
and development increased from $116 million to $5 billion—an in- 
crease of 4,310 percent. No one to my knowledge, even the most lugu- 
brious observer of our antitrust policy, has estimated anything like a 
43-fold increase in monopoly over this period. It could—and 
should—hastily be pointed out that these data must be deflated by 
some general economic indicator such as the gross national product as 
expressed in current dollars. In 1930 the outlays of private firms on 
research and development amounted to 0.1 percent of GNP, and in 
1963 to 1.0 percent of GNP, a relative increase of 1,000 percent. To 
suggest the possibility that monopoly may have increased even tenfold 
over this period would surely horrify every Assistant Attorney General 
from Thurman Arnold to William Orrick. I believe we can rescue our- 
selves from this situation and restore the philosophical calm of our an- 
titrust crusaders as well by interpreting Schumpeter’s theory as a 
“threshold theory”; some departure from a state of perfect competi- 
tion (or the presence of some monopoly) is a necessary concomitant of 
innovation, but it does not follow that twice this volume of departures, 
somehow measured, should lead to twice the volume of innovations. 

‘Moreover, the number of scientists must surely be an important de- 
terminant of the volume of inventions and, in turn, volume of inno- 
vative activity. As Derek J. Price has pointed out [16, p. 517], for 
three hundred years now the number of scientists has doubled every 
ten years or so; which means that at any point in time in this three- 
hundred-year period it could be said that approximately 80 percent of 
all the scientists that ever existed, currently exist. Again it is difficult 
to equate, or even systematically relate, this apparent law of growth 
of the scientific population with monopoly power in the private sector 
of the economy. 

There is also a good theoretical reason why we should expect at best 
a rather weak relationship between either the measurable input or out- 
put of a given innovative effort and firm size in any given industry, or 
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between innovative effort and levels of concentration among industries. 
As will be demonstrated later in simple quantitative terms, innovative 
effort is heavily concentrated in oligopolistic industries where at least 
several strategies are available to each firm and the patterns of reac- 
tion among rivals are characterized by high orders of uncertainty. It is 
very likely that, as it is frequently contended, a significant portion of 
private research and development is imitative and competitive and not 
innovative in the Schumpeterian sense. This portion may possibly be 
distributed among firms selling in the same market in rough proportion 
to their size. But oligopolists have other Schumpeterian innovative 
strategies open to them, and at any given time one firm may easily rea- 
son that the best counter strategy to another’s increase in research and 
development outlays is not greater research and development outlays 
of his own, but the development of a new product line through acquisi- 
tion or an increase in advertising outlays on product lines he currently 
produces. The Cournot reaction paths among oligopolists with respect 
to research and development outlays could therefore conceivably be 
multidimensional and could tend toward some rough equilibrium bear- 
ing no systematic relationship to firm size. ) 

The important question, however, is not so much whether the recent 
voluminous and, on the whole, excellent empirical work constitutes 
effective tests of the Schumpeterian hypothesis. Schumpeter, more 
than any other economist of his generation, assigned great importance 
to the innovational activities of the business firm and suggested certain 
of their implications for economic welfare and public policy. The hy- 
pothesis itself was the product of empirical observation and, by the 
crude and limited test employed, was of course delivered to us already 
pretested by Schumpeter himself. As he put it, speaking of the sources 
of economic progress in a capitalistic society: “As soon as we go into 
the details and inquire into the individual items in which progress was 
most conspicuous, the trail leads not to the doors of those firms that 
work under conditions of comparatively free competition but precisely 
to the doors of the large concerns” [13, p. 82]. In the context of 
Schumpeter’s basic thesis he left no doubt that he viewed the “large 
firm” as synonomous with “large firm with market power.” 

By the same crude tests, the hypothesis is as consistent with observ- 
able facts now as it was then. We need only consult any recent Sur- 
vey of the National Science Foundation [6, p. 20] to remove any se- 
rious doubt that company-financed research and development effort is 
highly concentrated in large firms making up, for the most part, the 
economy’s more highly concentrated industries. In 1961 an estimated 
11,800 manufacturing and other companies performed research and 
development; a smaller number financed research and development 
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out of their own funds. Three hundred and ninety-one firms having 
5,000 or more employees amounted to only 3 percent of the total number 
of firms performing research and development, and for an insignificant 
one-hundredth of 1 percent of all industrial firms, but they accounted 
for slightly over 80 percent of the total company-financed research and 
development. In 1958, the 478 firms making up the 5,000 and over em- 
ployee group accounted for 29 percent of total industrial employment 
and 26 percent of total sales. Firms having less than 1,000 employees 
` accounted for 90 percent of the total number of firms and for 60 per- 
cent of total industrial employment, but for only 5 percent of total 
company-financed research. 

Five industry groups containing most of the more narrowly defined 
industries making up the “oligopolistic core” of American industry ac- 
counted for nearly 75 percent of all company-financed R and D:. 
chemical and allied products (19 percent), electrical equipment and 
communications (19 percent), motor vehicles and other transportation 
equipment (14 percent), machinery (13 percent), and aircraft and 
missiles (8 percent). At the opposite end of the spectrum are such in- 
dustry groups as textiles, lumber, wood products and furniture, and 
other manufacturing and nonmanufacturing industries, which together 
account for about 5 percent of total company-financed research and 
development expenditures but for a considerable number of both the 
low concentration industries and the firms with 1,000 or less employ- 
ees. To be sure, there are several spectacular examples of highly con- 
centrated industries such as tobacco products and steel that rank low 
in research and development. Similarly, some of the firms included on 
Fortune’s list of the largest 500 corporations spend a relatively small 
percentage of their sales on innovative activities. However, the data, 
now far more complete than those Schumpeter had before him, clearly 
support his. hypothesis: the trail of innovative effort leads to the doors 
of the large concerns operating in markets distinctly not characterized 
by all the conditions of free competition. But it need not be inferred 
from this that all big firms and all oligopolists innovate. Schumpeter 
recognized the existence of both somnolent giants and oligopolists 
more disposed to preserving the calm than to participating in the 
“perennial gale.” 

The quantitative work of the past decade, while acknowledging 
Schumpeter as its inspiration and intellectual parent, has in fact been 
testing a different hypothesis and one having different policy implica- 
tions. The restated hypothesis, since it has envisaged tests cast in 
terms of regression analysis, must also be stated in these terms. If one 
can sum up Schumpeter in the statement, give me factual evidence of 
innovational activity in the market economy and I can safely predict 
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the presence of large firms having temporary monopoly power, the re- 
stated hypothesis is, give me x innovational-activity and I will give you 
bı, ba, ... bn values showing how much of x can be “explained” in terms 
of firm size, the level of concentration, and similar a priori relevant 
variables, The policy implications of the original and restated versions ` 
are also different, Schumpeter simply argued that any indiscriminate 
assault on bigness and market power, taken out of their evolutionary 
context, would deprive the capitalistic process of its source of progress: 
The newer version proposes to tell us in quantitative terms, to the ex- 
tent available data permit, how much, where, and up to what point 
innovative effort (and results) are attributable to such factors as firm 
size and market structure. Accordingly, it holds out the possibility 
of providing guidelines that can significantly enhance the efficiency 
_of public policy toward the private sector. The historic dilemma of 
remedial action under our antitrust policy has been the problem of 
weighing the social benefit of more competition in the classical sense 
against the possible loss of scale economies and innovative effort that 
attend firm size and market power. Obviously, if something approach- 
ing probability values can be defined linking certain structural and be- 
havioral attributes of markets with the intensity of innovative effort, 
we can reduce the risk, to use a favorite expression of Schumpeter’s, 
of throwing the baby out with the bathwater. Instead, to extend the 
metaphor, we can at least distinguish the baby from the water and 
may even be able to salvage the clean before disposing of the dirty 
water. 


I 


A summary analysis of the neo-Schumpeterian literature cannot do 
full justice to its statistical subtleties and refinements. I shall deal here 
with the more essential findings, including their significant 
qualifications, and their public policy implications. The statistical re- 
sults obtained by D. Hamberg [1], Frederic Scherer [10] [11], 
Edwin Mansfield [4] [5], Jacob Schmookler [12], James Worley 
[15] and others support the generalization that, at least beyond a 
certain size level, the ratio of research and development expenditures 
to some index of firm size does not increase significantly with size, and 
may not increase at all. But this, like most generalizations, must be 
qualified. Scherer [10] found that within the 500 largest corpora- 
tions on Fortune’s list, the largest 100 accounted for slightly smaller 
percentages of total R and D expenditures and patents than of total - 
sales. This suggests that size, at least after a firm has made the list of 
500, has no favorable effect on innovative or inventive effort. 
Mansfield found that the largest firms measured in terms of sales in 





TECHNOLOGICAL CHANGE ` 329 


petroleum, drugs, and glass spent a smaller percentage of their sales on 
research and development than did “somewhat smaller firms” [5, p. 
334], that in chemicals the largest firms spent relatively more, and 
that in steel they spent relatively less but the computed difference was 
not statistically significant [5, p. 334]. My own unpublished data on 
the ethical drug industry (as distinguished from the drug industry) are 
consistent with Mansfield’s findings on the drug industry generally, 
but they suggest that the ratio of research and development expendi- 
tures to sales increased markedly up to the firm size of $100 million 
annual sales and beyond this point declined slightly. However, between 
1946 and 1958 the differences in the ratios among size classes declined 
substantially as firms in the smaller size groups rapidly stepped up 
their research activities. In the “research revolution” in drugs, the 
larger firms were the innovators and the smaller firms the imitators. 
Worley found that in six out of eight two-digit industries, research and 
development personnel per 1,000 employees increased with total com- 
pany employment. But in only two industries were the results statisti- 
cally significant enough to warrant rejection of his null hypothesis that 
research and development effort increased no more than proportionate- 
ly with size. In a more recent study of seventeen two-digit and three- 
digit industries, Hamberg reached results consistent with Worley’s in 
all of the seven industries common to both studies. In twelve indus- 
tries R and D intensity increased with firm size. 

Before the consistency of these general findings be given too much 
emphasis, it should be pointed out that Worley’s and Hamberg’s re- 
sults, because of differences in data and method, conflict with 
Mansfield’s in the case of every individual industry common to the 
three studies: glass, petroleum, and chemicals. These conflicting re- 
sults, however, can be easily reconciled, and this reconciliation points 
up the central finding of the recent statistical studies of market struc- 
ture and innovational effort: up to a certain size, innovational effort 
increases more than proportional to size; at that size, which varies 
from industry to industry, the fitted curve has an inflection point and 
among the largest few firms innovational effort generally does not in- 
crease and may decline with size. For the three industry groups cited, 
Worley and Hamberg fitted curves to all the available observations 
and found R and D intensity to be an increasing function of size. 
Mansfield, on the other hand, confined his analysis to the “very” larg- 
est firms: ten large chemical firms, nine large petroleum firms, and 
only four large glass firms. It is almost certain that Mansfield’s petro- 
leum and glass firms fell to the right of the inflection points of curves 
fitted to a wider range of firm sizes. 

In a study soon to appear, Scherer [11] has demonstrated that in 
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the regression equations used by Worley and Hamberg of the form: 
log Y; = log a + b log Xi + Ei, 


where Yi is R and D employment, R and D outlays, or patents of 
the i” firm and X; is some size variable of the į firm, such as 
total employment, sales, or assets, the regression coefficients b are’ 
. greatly affected by (1) whether zero observations are included or 
excluded and (2) the size variable used. In his own regressions of pat- 
ents (more appropriately regarded as an index of R and D ‘output 
rather than inventive and innovative input) on the three different size 
variables—assets, sales and employment—for all. usable observations 
for the 500 largest American corporations (ranging from 365 to 448), 
he obtained values of b ranging from .795 to 1.158, depending upon. 
whether the zeros were deleted and upon which size variable was used. 
In all cases with zeros deleted, intensity of inventive activity as mea- 
sured by patents tended to decline with firm size, and in all cases tend- 
ed to increase with firm size when he adopted the convention of count-. 
ing each zero patent as 0.5 patent to permit its inclusion in the loga- 
rithmic analysis. Also, in all cases, the values of b were higher (showing 
greater increases in patenting intensity with size) when firm size was 
measured in terms of employment. By using alternative fegression 
equations Scherer found, as did Mansfield, that R and D employment 
inputs increased with firm size in chemicals, and that in five other two- 
digit industries R and D effort increased with size up to about the 
$500 million sales size group and then tended to decline, except in pri- 
mary metals, which U.S. Steel pulled back into a stage of increasing 
returns. 

Clearly, any answer to how inventive and innovative efforts are 
affected by frm size hangs on an extraordinarily slender reed that may 
alternatively bend upward or droop downward, depending on the spe- 
cies of statistical zephyrs blowing at the time. : 

Similarly, we are equally unsure about the precise relationship be- 
tween market power and inventive and innovative effort. Mansfield has 
found that in petroleum and coal over the periods 1919-38 and 1939-58 
the ratio of important innovations to market share for the four larg-- 
est firms was high: 1.42 and 1.26 for petroleum and 2.46 and 2.31 for 
coal [4, p. 561]; on the other hand, the corresponding ratio for steel 
was very low: 0.48 and 0.68. It would seem from the poor showing of 
steel and the previously indicated relationship in primary metals be- 
tween size and research and development effort that the principal con- 
clusion on the steel industry is that U.S. Steel tries hard but does not 
meet with spectacular success. Hamberg [1, pp. 74-75] found 1958 
R and D expenditures and R and D to sales ratios in seventeen two- 
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digit and three-digit industry groups positively correlated with their 
weighted concentration’ ratios, but concluded that only 30 percent of 
the variance in research and development intensity could be explained 
by industrial concentration. Horowitz, running similar correlations [2, 
pp. 300-01], reached a similar conclusion: a positive but weak corre- 
lation exists between R and D intensity and the level of industrial con- 
centration. i 

The difficulty with such regression analyses as these is not so much 
their statistical as their conceptual inconclusiveness. It is clear that ol- 
igopoly theory in its present state is highly inadequate for purposes of 
generalizing on such traditional variables as price and output. In a 
Cournot model, price and output move monotonically from pure mo- 
nopoly to pure competition equilibrium positions as the number of 
firms increases. In a Chamberlinian model, at some threshold point 
on the spectrum of firm numbers between one and many, the monopoly 
solution collapses and is replaced by a competitive one. And in game 
theory models almost anything can happen. Moreover, the facts on oli- 
gopoly lead us to look with considerable pessimism for neat and con- 
tinuous relationships between variables characterized by far less un- 
certainty than inventive and innovative effort. For example, the syn- 
thetic fibers and cigarette industries both have concentration ratios of 
approximately .80, but over the period 1953-60 synthetic fibers had a 
price flexibility index of 0.87, cigarettes an index of only 0.02; and pri- 
mary aluminum with a concentration ratio of 1.00 had more flexible 
prices than paperboard boxes with a concentration ratio of only 0.16. 
Until these diverse patterns of the commonplace variables of oligopoly 
have themselves been explained more satisfactorily, it is difficult to say 
much more about the statistical analysis of R and D than that it re- 
veals far more stable and systematic relationships than those found for 
variables about which we are supposed to know much more. I, for ex- 
ample, would consider a computed correlation coefficient that ex- 

_.Plained one-third of the rate of return variance in American industry a 
computation of some significance. 

The recent statistical analysis of inventive activity obviously is not 
without policy implications. It is true that it provides no basis for ei- 
ther condemning or beating the drums for bigness or for concentration 
on the grounds that they either stifle or promote technical progress. 
But this may be a much more significant contribution than it first ap- 
pears. Only a short decade ago one of the nation’s most respected pub- 
lic officials, not having the essential facts available, could state without 
fear of committing serious error that “Big Business” was the nation’s 
greatest spur to technical progress [3]. A prominent spokesman from 
industry, equally unaware of the facts, could state with equal assur- 
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ance in the same year that the essential feature of our large corpora- 
tions was their failure to engender progress, except in the single case of 
the household garbage grinder [8]. Such statements should diminish 
in the light of the recently developed stubborn facts, The large corpo- 
ration and some degree of market’ power appear to be concomitants of 
organized innovative effort, but corporate size and market power in ex- 
cess of Schumpeterian threshold levels appear to be with us, and for 
this and other reasons are still legitimate concerns of public policy. 
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TECHNOLOGICAL CHANGE AND ECONOMIC THEORY 


By Jacos ScHMOOKLER 
University of Minnesota 

During the last dozen years or so economists have shown that the 
production, diffusion, and use of new knowledge are more important 
for the growth of output per head than is the accumulation of physical 
capital. It seems safe to say that this discovery occasioned more sur- 
prise among economists than among educated men generally. The 
differential surprise is an instructive example of how damaging to the 
understanding professional knowledge can sometimes be. 

Surely, what distinguishes the twentieth from the eighteenth century 
is less its physical plant than the knowledge embodied or used in that 
plant. It seems, for example, utterly obvious that the technological 
knowledge possessed by its people played a bigger role in Germany’s 
post-World War II recovery than did the devastated and rundown 
plant which survived the war. 

If it is true that most educated men knew a vital truth about eco- 
nomics that many economists did not, the reasons for this would seem 
to be of interest. In this paper I propose to explore them and their im- 
plications. 

We can bring the problem into focus if we recognize at the outset 
that the recent evidence in itself would have caused little stir among 
our intellectual forebears, even though it was they who, for the sake of 
analysis, put the accumulation of capital at the center of attention, and 
even though they knew at most only the agricultural and industrial re- 
volutions rather than the seemingly permanent technological revolu- 
tion of our time. Adam Smith, Karl Marx, and John Stuart Mill, to 
cite just a few outstanding examples, discussed at length the contribu- 
tion of the knowledge and skills of a nation’s labor force to its aggre- 
gate output, and perforce assigned to new inventions and discoveries 
and to the more widespread dissemination of old knowledge a vital role 
in development. Likewise, much of List’s infant-industry argument on 
behalf of protection was based on the time needed for investment in 
labor to take place. 

Among more modern economists Alfred Marshall, Frank W. Taus- 
sig, and Irving Fisher come to mind as having been likewise apprecia- 
tive of these matters.* The point, of course, is not that the great men 

1 Obviously, the writers listed are only those in the orthodox tradition. Heterodox 


economists like Veblen, Schumpeter, and Kuznets usually put technological or technical 
change at the heart of their analysis. 
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of the profession understood, but that the troops in the line did, too, 
partly because of their professional education but also simply because 
they were generally well educated. 

And of course, I am not trying to say that a decade ago the leading 
members of the profession did not equally understand. The basic point 
is that the generality of contemporary economists were surprised by 
the evidence, and the question is, why? The answer, I think lies essen- 
tially in an inadequate strategy for the advancement of knowledge in 
our field. It lies not in what we have done but in what we have not 
done. We declined in understanding because we grew without balance. 

Teaching aside, the activities of the overwhelming majority of the 
profession have been directed toward two entirely proper objectives: 
(a) the further refinement and, more recently, the empirical testing of 
received principles, and (b) the solution of pressing social problems. 
The pursuit of the first of these goals led inevitably to a considerable 
growth of the formal apparatus of our science. This, of course, was 
precisely what was desired and indeed needed. However, since we 
needed more time to learn and teach it, we had less time than before to 
learn and teach other knowledge, however vital such other knowledge 
might be to an understanding of those economic phenomena that the 
formal theory failed to deal with. 

And so we were forced to rediscover with a worm’s-eye view what 
the birds of earlier generations knew as a familiar feature of the land- 
scape. Lacking time to learn the history of economic thought, we were 
doomed to repeat it. 

Obviously, however, there is more to it than that. For the evolution 
of the formal apparatus might have brought technological change to 
the fore instead of pushing it into the background. That the theoretical 
apparatus grew as it did, however, was predestined by the very nature 
of the underlying principles on which that growth fed. On the one 
hand, the law of variable proportions presupposes a given state of the 
technical arts. On the other, the law of diminishing marginal utility 
(or its more modern form, the law of diminishing marginal rate of sub- 
stitution) presupposes a given set of preferences. To a large extent, the 
theoretical apparatus which has evolved consists of the precise formu- 
lation of these principles and their application under various assumed 
conditions. Constructing this theory has preoccupied most of the, best 
minds of the profession for generations. The most convenient setting 
for this purpose was, of course, a static framework. While the results 
derived were readily transferable to comparative statics, and, then, not 
quite so readily, to dynamics, in both the latter changes in technology, 
tastes, etc., are assumed, not explained. They are, in short, exogenous 
variables of the theory. 
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These developments in theory and the mathematical and economet- 
ric techniques which evolved with them were, and will prove in the 
future to be, enormously valuable. On the other hand, a perhaps inevi- 
table by-product was a distinct tendency to forget that the knowledge 
gained in the process was merely a knowledge of the assumptions and 
their consequences, and that the precise relation of such knowledge to 
phenomena remained to be discovered. Earlier economists studied the 
world and knew it was round. Only their maps were flat. Too many 
later economists studied the maps and mistook them for the world. 

Probably the outstanding example of this misplaced “concreteness” 
is technological change itself, by which I mean in this context the pro- 
duction of new knowledge useful in production. With few exceptions 
generations of economists regarded technological change analytically 
as an exogenous variable. Not knowing its precise linkages, they could 
not make it a dependent variable in their analysis. With the passage of 
time, however, economists came actually to believe that it really was 
primarily a noneconomic phenomenon; i.e., that its causes lay in other 
domains of human behavior and therefore should in principle be treat- 
ed in the same way as earthquakes. Now, there undoubtedly is some 
exogenous component in technological change, but there is also an en- 
dogenous one (a fact which was recognized, to cite just a few exam- 
ples, by Smith, Marx, Mill, Marshall, and Hicks). What is more, re- 
cent evidence indicates that the endogenous component is usually dom- 
inant, at least in modern economies.’ 

When this fact also becomes more widely known, we will again be 
surprised. Yet, if we had really thought about it, we would not be. 
Economic activity is concerned with the satisfaction of human wants. 
Technological progress permits those wants to be satisfied better than 
preexisting knowledge did. While some inventions are made by acci- 
dent, most of them are made on purpose. Since making them is neither 
easy nor costless, that inventive resources tend to be allocated among 
alternative projects in accordance with anticipated profits is only to be 
expected. In short, in the main the production of new technology is it- 
self an economic activity. It represents in essence the mobilization of 
society’s creative energies to relieve the scarcities which existing re- 
sources and products cannot. Far from being an exogenous variable, it 
is one of the most interesting endogenous variables of them all. 

Be that as it may, the necessarily heavy emphasis in recent decades 
on the increasingly complex analytical framework conditioned our 
minds to the view that technological change was exogenous, not only 


7Cf. my forthcoming book on invention to be published by Harvard Univ. Press; my 
note with Zvi Griliches, “Inventing and Maximizing,” A.Z.R., Sept., 1963, and references 
there cited. 
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from the standpoint of our theoretical models, but. also from that of 
the economic system. And of course, out of sight, out of mind. When 
once again our attention turned to economic growth, too many of us 
found it natural to suggest as its chief cause capital formation—the 
main variable internal to our models which could make output per 
head rise. 

That it was our renewed interest in economic growth that led to the 
rediscovery of the importance of technological progress is significant. 
because that renewal of interest primarily reflected developments not 
internal but external to our science. On the whole, neither our interest 
in growth nor our interest in technological change derives from a 
steady scientific evolution and a clear scientific vision. Rather our cur- 
rent interest in both phenomena exemplifies the other principal reason 
for our diminished awareness, until recently, of the significance of 
technological progress. The second reason is our concern, in itself ad- 
mirable, with pressing current social problems. More specifically, our 
attention has been turned to technological progress and investment in 
human capital, primarily because governments and people generally 
today place economic growth and military power high on the agenda 
and toward that end make large public and private outlays on research 
and education. The profession’s interest in these matters has fol- 
lowed, not led, informed opinion. 

One can confidently assert that, if the pressing economic problems 
of the interwar years had been not monetary policy, tariffs, labor, and 
business cycles but the problems of today, then most of what we are 
just beginning to learn about technological progress would have been 
known long ago. Thus, once again we find ourselves, as we have so 
many times in the past, running from behind to catch up to the events 
of the day. In the meantime, the world pays, as it did in the big de- 
pression, a heavy price for our ignorance. 

In brief, most of us have been preoccupied either with problems of 
immediate public concern, or with the elucidation of received princi- 
ples which do not illuminate economic phenomena of major sig- 
nificance. These endeavors were noble and necessary, but our inabil- 
ity to cope first with the big depression and now with the problems of 
economic growth suggests that they were not enough. l 

What has been lacking is that respect for the facts which character- 
izes the natural sciences.” We are presumably interested in explaining 

*To an extent, econometricians are obviously exempt from the charge, since their 
avowed mission is the empirical testing of theory. But only to an extent, for the number 
of untested econometric models still exceeds the number of tested ones. In many respects, 
the rise of econometrics is the most heartening recent development in economics, since it 
represents a clear professional recognition of the necessity for empirically testing hy- 


theses, Nonetheless, for the reasons given below, this will net be enough, if our 
ypotheses continue to be confined only to a narrow range of phenomena. 
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events which we call economic—events having to do with the social as- 
pects of the satisfaction of wants. We develop a few powerful princi- 
ples and then allocate virtually our entire fundamental research effort 
to evolving, refining, and, more recently, testing them. Other than that, 
with a few notable exceptions, we spend our time putting out 
fires—fires which too often reach inferno dimensions because our fire- 
fighting apparatus is so inadequate. 

Such a research strategy would be entirely appropriate if the theory 
thus developed dealt substantially with the whole range of phenomena 
to be explained. That it does not is perfectly plain. To get something 
empirical out of a theory, you have to put something empirical in. 
While more, theoretically-oriented empirical work is being done by the 
profession now than ever before, not nearly enough is being done in 
those areas where such knowledge is needed if we are to enlarge the 
range of economic phenomena that our science explains. A theory 
which can tell us what will happen if technology, preferences, re- 
sources, and institutions change can be at best but a stage in the 
growth of our science, not its terminus. We also need theories about 
how these change.‘ 

Even if these variables were in fact exogenous to the economic sys- 
tem as is commonly assumed, we would still need adequate theories of 
them. Without such theories we will be unable either to explain or con- 
trol major economic phenomena. What transpires when the state of the 
arts, etc., is unchanged or change in an assumed way is hardly cotermi- 
nous with the range of phenomena to be explained. In particular, since 
economic growth is caused to a large extent by changes in variables 
with respect to which our existing theory is silent, that theory cannot 
be expected to yield an adequate theory of growth without substantial 
emendation. What we shall probably need in the end, to repeat, is a 
theory which explains what our existing theory takes as given. 

There are two further points which need to be made in this connec- 

‘Cf. Paul A. Samuelson, Foundations of Economics (Harvard Press, 1947): “However, 
there is nothing sacred about the conventional boundaries of economics if the cycle were 
meteorological in origin, economists would branch out in that direction, just as in our 
day of political theory of fiscal policy is necessary if one is to understand empirical eco- 
nomic phen omena.” P. 316. Cf. also James Tobin, “What is wrong with economics is not 
so much the putting together of the pieces. . . . What is wrong is the poor quality 
of the pieces that we put together in such models.” Quoted in T. C. Koopmans, Three 
Essays on the State of Economic Science (New York, 1957), p. 209. And Koopmans 
himself, “The test of suitability of a tool of reasoning is whether it gives the most 
logical and economical expression to the basic assumptions appropriate to the field in 
question, and to the reasoning that establishes their implications, The difficulty in eco- 
nomic dynamics kas been that the tools have suggested the assumptions rather than the | 
other way around. Until we succeed in specifying fruitful assumptions ..., we shall con- 
tinue to be groping for the proper tools of reasoning.” (Ibid., pp. 182-83. Italics sup- 
plied.) Tobin’s and Koopmans’ complaints relate entirely to the inadequacy of our 
information about behavior, especially with respect to decision making. However, as the 


quotation from Samuelson suggests, we may also need better information about the 
state of nature; eg., in the present context, the production function for new technology. 
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tion. The first is that to assert with confidence that a given variable is 
exogenous to the economic system may require that we know what 
does influence it. Thus, the grandmothers’ tales sometimes found in 
economic treatises to justify treating technological change as exoge- 
nous reflect not our knowledge but our ignorance. That this assump- 
tion should have gone unchallenged for so long reflects that inadequate 
interest in the facts to which I referred above. 

The second point is that to the degree that such variables as tech- 
nological change, tastes, resources, etc., prove on examination to be en- 
dogenous, existing economic theory is inaccurate even with respect to 
the phenomena with which it purports to deal. For example, if recent 
evidence is to be credited, the rate of technological progress tends to 
be higher in industries with higher rates of investment. If this is cor- 
rect, then an industry in long-run equilibrium in the neoclassical sense 
will not be in equilibrium at all—not because of external but because 
of internal conditions. The so-called “long-run” supply curve of the 
industry will shift, and, other things being equal, the proportional shift 
will be greater, the greater the initial size of the industry. Whether this 
is indeed so will require further empirical research to determine. No 
amount of postulating alternative possibilities will tell us which possi- 
bility nature elects. 

There are other even more interesting problems awaiting investiga- 
tion. The old adage, “Necessity is the mother of invention,” empha- 
sizes the induced element of invention and suggests that demand tends 
to create its own supply; i.e., a reversal of Say’s Law. The general pat- 
tern of development of new consumer goods suggests indeed that to a 
large extent new goods are invented in response to changes in income 
and preferences. Similarly, the evidence alluded to previously suggests 
an allocation of inventive effort among existing production processes in 
accord with the prevailing rate of investment in them. If anything like 
such forces is operative, then our present dynamic models are seriously 
incomplete. To improve them we have no recourse but to develop solid 
knowledge about relations of the sort suggested and incorporate them 
into our theory. 

A common objection, not to be taken lightly, to undertakings of the 
sort proposed is that we lack the tools to perform them. The answer to 
this is twofold. First, whether we shall need concepts and research 
techniques beyond those already at our disposal will not become ap- 
parent until we begin to work on the site. So far work in the field of 


- technological change has progressed appreciably with only modest 


modification of preexisting tools. The main problems have been to ask 
the right questions and get the right data. Second, if we need new 
tools, we can get them in the same way that we got the old tools: by 
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making them, or borrowing them from some neighboring discipline. No 
doubt there will be failures, and in any case the work will not be easy. 
In instances ingenuity rivaling that displayed on occasion by natural 
scientists will be required. But if we do not do it, nobody will, and our 
science will remain but a fragment, dealing with only some and by no 
means the most important economic phenomena. 

A second but related objection is the judgment that we shall make 
more progress if we advance outward from our present, well-estab- 
lished base rather than, so to speak, dropping troops by air deep in 
enemy territory. The more conservative strategy has the advantage of 
preserving lines of communication more effectively, and the disadvan- 
tage that what is communicated is less interesting. 

Finally, the more conservative strategy seems rather shortsighted in 
any case. Sooner or later, if the past is any guide, we shall have to ad- 
vance in the directions indicated anyway. If we do not proceed now 
with deliberate speed, we shall find ourselves doing so with desperate 
haste as members of an emergency government task force of one sort 
or other, seeking instant wisdom to palliate some pressing social prob- 
lem, just as we now find our advice sought on the economics of growth, 
automation, the patent system, the space program, military research, 
education, manpower retraining, etc. One cannot say with certainty 
that our advice would now be much better on these matters if our pred- 
ecessors had possessed a more scientific attitude toward our subject. 
To make such a statement would require that we guess what, if any- 
thing, that we now know that is also relevant would have gone undiscov- 
ered. It is obvious, however, from what has been said above what my 
guess on this question is. 

Like the other policy sciences, e.g., medicine and engineering, eco- 
nomics tends to attract into it men with a strong interest in immediate- 
ly useful results. Even without a strong predisposition in this direction, 
we would be less than human not to feel an obligation to assist in the 
solution of those social problems which may be supposed to lie within 
our professional competence. Moreover, the bracing effect of reality to 
which economists are subjected when they try to solve practical prob- 
lems is especially valuable when the conceptual framework of the 
science is narrow and the scientific interest in widening it is weak. 

Nonetheless, a strong orientation toward immediate social problems 
presents two obstacles to the development of any science. In the first 
place, the problems tend to abate before their scientific aspects are 
adequately explored. The patient gets well, or well enough, before the 
cure is discovered. When the disease recurs, as it usually does, the 
profession has to start over again, often almost from scratch. Scientific 
activity thus tends to be repetitive instead of cumulative, because we 
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do not stay long enough with a single topic to break through to new 
ground. 

Aspects of this seem evident, for example, in the case of the Key- 
nesian revolution. Two key ingredients for the multiplier—the distinc- 
tion between savers and investors and the association of saving with 
income—appear often in the “business cycle” literature of the nine- 
teenth century, as well as in Keynes’s own Treatise on Money. Yet it 
was more the depth and duration of the big depression than the work 
of earlier economists which led Keynes to the doctrines of the General 
Theory. It is perhaps not too much to suggest that had the profession 
exhibited a greater interest in economic phenomena for their own sake 
rather than in terms of their obvious relevance to pressing social prob- 
lems or their compatibility with received theory, oe the multiplier 
would probably have emerged before it did. 

Be that as it may, it is obvious that only chance said assure that 
the period of public concern with a problem would be at least as long 
as the gestation period for scientific discovery. Hence, when public 
concern governs the duration of scientific work, the scientific yield 
tends to be smaller.than would otherwise be the case. In addition, of 
course, the pressure for immediate results often necessitates the use of 
“quick and dirty” methods, which further deteriorates the scientific 
value of the work. Granting that many economists must be deployed in 
applied work, the scientific residue left by their efforts would be in- 
creased if, after the emergency has passed, they undertook as a matter 
of routine to develop the more general aspects of their work. 

The second impediment to scientific progress posed by a preoccupa- 
tion with applied problems is the lack of any necessary identity be- 
tween socially-urgent problems and scientifically-promising ones. Any 
given phenomenon which gives society trouble is usually a member of 
a larger class the other members of which do not. A study of one of the 
latter may be scientifically more illuminating, and in the end may per- 
mit a more effective assault on the troublesome member than would a 
frontal assault upon it. 

Unfortunately, when time seems of the essence, a frontal assault 
which yields a rough but useful answer is always preferred by policy- 
makers. In some cases, such preferences are legitimate; i.e., when the 
quick solutions we give are indeed useful, and the problems they ame- 
liorate are indeed serious. 

Even in such cases, however, let alone when these criteria are not 
satisfied, there is a cost, both to our science and to society at large. 
The cost to our science is obviously slower progress than would have 
prevailed had the same resources been allocated to scientifically more 
promising work. The social cost, which follows from the scientific, is 
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our reduced ability to solve future social problems; for to the extent 
that our future understanding is diminished by past concentration on 
social problems, our ability to cope with future social problems is like- 
ly to be impaired. 

In recent decades medical researchers and their sponsors have begun 
to awaken to this truth, partly no doubt because such major problem 
areas as cancer have proved too refractory thus far to yield to the half- 
blind empiricism which characterized so much earlier research. The 
earlier approach yielded, tardily to be sure, thousands of specifics for 
individual diseases and eased and prolonged life. Yet perhaps more 
often than not the reasons why they work or fail are not known. Be- 
cause the necessary fundamental knowledge was not developed, each 
disease entity was sui generis. The more recent strategy, which empha- 
sizes the development of fundamental knowledge, is, from the stand- 
point of treatment, a roundabout method of production, but like other 
roundabout methods it is calculated to enhance the ultimate yield. Be- 
cause of the greater understanding to which fundamental research 
leads, the future lag between the commencement of research on a dis- 
ease and the discovery of a cure should be reduced. 

This lesson, which medical scientists have begun to learn, is also one 
which experience has driven home recently to American engineers who 
generally had to draw on Europe in the past for advances in engineer- 
ing theory. We economists, who are just beginning to study the forma- 
tion of intellectual capital, should not be among the last to recognize 
that the economies of more roundabout methods of production apply 
to the production of knowledge as well as to the production of other 
goods. 

As suggested above, however,-for that roundabout process to be as 
productive as possible, it seems essential that the boundaries of the 
terrain explored reflect not only those established by received theory 
but also those set by nature, for the gap between these two remains 
large. 








DISCUSSION 


Morris A. ADELMAN: Mr. Schmookler’s castigation probably benefits our 
souls: we have done the things we should not and not done the things we 
should. But it is unproved and probably untrue that the “discovery” that new 
knowledge is more important than new physical capital came as a surprise to 
most economists. Hence most of what he says is beside the point. Truly, in 
discussing national economic growth and development, too many (even one is 
too many) emphasize tangible capital formation. The main cause is not a bad 
academic tradition, but rather an unjustified bad conscience, producing a 
wish to believe that our only advantage lies in a massive inheritance of ma- 
terial wealth which, to complete the popular notion, was somehow stolen from 
the underdeveloped countries, say through rigging the terms of trade. 

In the analysis of markets generally, including technical change, static ver- 
sus dynamic models, exogenous or endogenous, etc., is mostly false opposition, 
a neglect of what Morris Cohen called the “principle of polarity” that “oppo- 
site categories like . . . rest and motion . . . must always be kept together 
though never identified.” Schumpeter (whom Professor Schmookler puts out- 
side the “orthodox tradition” for unstated and, I fear, unacceptable reasons) 
demonstrated that in the static framework, competition eroded business 
profit. The only escape from living on subsistence rations was innova- 
tion—creating new profits while the old were being destroyed. The purely 
competitive, static, stationary framework is necessary though not sufficient to 
explain why new production functions appear and the system is gradually 
transformed. Hence the law of variable proportions, etc., does help explain 
the drive toward technical changes. To deny this is to overlook what business 
activity is all about: the pursuit of profit. 

As Professor Schmookler truly says: “An industry in long-run equilibrium 
in the neoclassical sense will not be in equilibrium at all.” An equilibrium 
system is needed to explain not why nature is at rest but why she is not. The 
unceasing complaints, of which Professor Schmookler’s is one of the most re- 
strained and reasonable, against theories of pure or perfect competition reflect 
confusion between description and analysis and neglect of the principle of po- 
larity. 

The idea that necessity is the mother of invention is as true as that inven- 
tion is the mother of necessity. The hope of achieving ship-to-shore communi- 
cation made people try, three-quarters of a century ago, to put the Hertzian 
waves to work. Their initial success gradually exploited on an increasing scale 
could once be called the radio industry, then radio-television, then radio-tele- 
vision-radar or other exploitations of the vacuum tube, and turned, with the 
development of solid state physics and its application, into a vast amorphous 
field we now call electronics, none ef it foreseeable or foreseen. At every 
stage, needs and preferences are as much shaped by what is available as vice 
versa. 

Finally, I sympathize altogether with Professor Schmookler’s demand that 


342 


TECHNOLOGICAL CHANGE—DISCUSSION 343 


we think less of the public issues of the moment and more of knowledge for , 
its own sake. 

In Professor Markham’s review of literature, however critical of particular 
results, cheerfulness not only keeps breaking through, but he makes no attempt 
to repress it. Possibly we tend to overvalue these studies. Compelled for so long 
to hear so much empty talk about concentrated power and conglomerate giant- 
ism, it is refreshing to see people trying to find things out rather than tell us 
what we must do to be saved. But if attacks on bigness would give us stagna- 
tion, not progress, it by no means follows that the more bigness or the more 
market power, the more progress. This is why regression analysis is educa- 
tional even where it fails. All firms have size, in a continuous spectrum from 
very little to very much, and the real questions are not either/or but more or 
less. To be sure, regression analysis gets us into some uncomfortable dilem- 
mas. If in one work we take all large corporations, neglecting industries, the re- 
sults are meaningless, There is no economic logic in treating the one hundred 
biggest industrials or the two hundred biggest something else as though they 
were a competitive group vis-a-vis the rest of the economy. But if we begin 
` subdividing firms by industry divisions, the cell numbers dwindle alarmingly. 
Some refinement of methods on the purely statistical side is no doubt to be 
expected, but they will need supplementing with nonstatistical evidence on 
market structure. I do not think the performance of the steel industry and 
the lag in the oxygen process and continuous casting can be understood ex- 
cept in terms of a rather unusual type of industry cohesion. 

Professor Mansfield takes an impressive pioneering swipe at what he truly 
calls the enormous difficulties, conceptual and practical, of estimating margin- 
al rates of return from industrial R and D. His plea for extreme caution in 
interpreting his results is well taken. There is only time to state summarily 
some worries about his methods. First, neglect of time lags between R and D 
expenditures and their fruition: whatever the mean, I would expect a wide 
and very skewed distribution. Second, the extent to which greater productivi- 
ty in the innovating industry is competed out of it to the benefit of customers 
and suppliers: as earlier stated, “passing-on” is the heart of our economy, but 
it varies with both natural and contrived barriers to imitation. I think this is 
a separate problem from the depreciation expressed by the coefficient lambda. 

The marginal returns seem entirely private, since the spread between costs, 
including wages and receipts, could well reflect monopoly power. 

In petroleum, the enormous diversities between domestic and foreign, and 
within each group, may dominate the results. Moreover, the problem of mea- 
suring value added in the combined domestic and foreign production and 
refining-marketing sectors is a research project in itself. Finally, I must con- 
fess to not understanding why the models assume all technical change as cost 
reducing, not product improving. It would perhaps be an even more grievous 
deficiency than Mansfield indicates, since the division between the two must 
vary greatly among industries. But in either case the result of an innovation 
is to Increase output measured in value terms. The models seem, therefore, to 
represent the combined effect of the two classes. I have probably missed 
something, but since others may miss it, too, Mansfield might well add a sen- 
tence or two in time for the printed Papers and Proceedings. 








344 AMERICAN ECONOMIC ASSOCIATION 


Zvi GriticHes: I would like to support Schmookler’s sermon by elabo- 
rating on one of his points. The fact that standard economics had no theory 
of technical change explains, I think, why when we got around to trying to 
measure it, we had to measure it as the “residual.” Because it was an empty 
box, we proceeded to define it as everything that cannot be explained by 
standard theory. This procedure while inefficient was quite valuable, since it 
pointed out quickly that the empty box was of enormous proportions, ac- 
counting for more than two-thirds of the observed growth in output. This was 
clearly an unsatisfactory state of affairs and led to several proposals for refor- 
mulation. Unfortunately, the two major recent reformulations—‘embodi- 
ment” and “learning by doing’”—do not appear to be of much help. The hy- 
pothesis of embodiment, while potentially very fruitful, in practice turned out 
to be nothing more than a relabeling of an already empty box. Nor have facts 
been found to support the learning by doing hypothesis which tried to connect 
the rate of growth of productivity (or technical change) with the rate of in- 
vestment. There is some evidence that the rate of investment affects the level 
of patenting or R and D effort, but very few links have been forged at the 
aggregate level between these and the rate of technical change as convention- 
ally measured. 

This, however, may be more a reflection on the way we measure “technical 
change” than on the relevance of the particular hypotheses. In my own work, 
I have abandoned the idea of technical change as the residual requiring my 
model to explain all of the growth in output. This is achieved by considering 
such additional variables as the accumulation of human capital, the improve- 
ment in the quality of physical capital, the capitalized value of R and D ex- 
penditures, the uncounted public (external) investments, and the contribution 
of economies of scale. While some of this may appear to be a tautological 
redefinition of technical change, it has important implications for research 
strategy, telling one which additional pieces of information to look for. 

Some of these difficulties are also illustrated by Mansfield’s otherwise very 
interesting paper. He sets out to do two things: (1) to connect conventional 
measures of technical change with data on R and D input and (2) to com- 
pute the implied rate of return to R and D. The second part is very useful, 
even though the dependent variable chosen (residually measured technical 
change) is unlikely to be very well measured. It is important to realize, how- 
ever, that all the computed rates of return are estimated assuming that, the 
model is correct. The only empirical support provided in the paper for the 
link between R and D expenditures and the production function is one corre- 
lation, connecting the rate of embodied technical change with the rate of 
growth in R and D investment in nine chemical and petroleum firms. This 
finding is subject to some doubt, since in other cases where such comparisons 
could have been made, the results apparently are not as good. There is almost 
no correlation between the estimated embodied and disembodied technical 
change for these firms (the rank correlation is only .2), nor is there much 
correlation between these rates at the aggregate two-digit level (p'= .1). If 
one tries to reproduce similar numbers at the aggregate two-digit level using 
published R and D data for 1956-62 (this is legitimate, since it is assumed 
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that the rate of growth of R and D is constant in each industry), one gets 
nonsignificant negative relationships between the disembodied rate of techni- 
cal change (as measured by Massel for fourteen industries) or the embodied 
one (as measured by Mansfield for nine industries) and the rate of growth in 
R and D expenditures. Thus, as much as I would like to believe in the 
influence of R and D expenditures on productivity, I have still to bring in a 
verdict of “not proven” (at least at the aggregate two-digit manufacturing 
industries level). 

Because one is trying to explain residually derived measures of technical 
change, be they embodied or disembodied, the whole procedure is very brittle. 
These constructs are subject to substantial errors of measurement and to the 
influence of short-run cyclical variations. Also, since they are both supposed 
to be measuring the same thing, the lack of correlation between the two mea- 
sures illustrates the range of uncertainty implied by such a procedure. If tech- 
nical change is measured residually, using the same numbers and procedure, 
one should get essentially the same results whether one assumes that it is em- 
bodied or disembodied—there is only one residual in the system, and it does 
not matter where one puts it. (See Jorgenson’s forthcoming paper on this.) 
An operational difference between the embodied and disembodied hypotheses 
arises only if one adds the convenient but unjustified assumption of a con- 
stant rate of x-type technical advance. This is a very weak reed to lean on. 
The embodiment hypothesis is very suggestive, but to be fruitful it must lead 
us to the use of new and independent pieces of evidence. One cannot get 
much from relabeling alone. 


Ricwarp A. Tysout: Schmookler has made a strong case for the treatment 
of technology as an endogenous variable. His comments bear the weight of 
years of achievement directed to this very end. If technology is an endoge- 
nous variable—and I agree that it is—then “economic theory is inaccurate 
even with respect to the phenomena with which it purports to deal.” 

The growing importance of empirical economics undoubtedly has had much 
to do with the renaissance of the economics of technical change. However, 1 
would also argue from the sociology of learning that we will proceed by anal- 
ogy with subjects with which we are already familiar. Attractive though it 
may appear to take the promised land by air drop behind the lines, J am 
afraid that most of our progress must be made on the ground. The way is 
rough, but there are stout hearts in our company. 

Mansfield has pioneered again, this time in the estimation of marginal rates 
of return from R and D expenditures. His model separates returns from a 
firm’s own R and D program from imported technologies. He does not claim 
to have made all the important distinctions, but it would be hard to find a 
more important goal for research in this area today. Mansfield’s coefficient of 
external technology, a1, is a residual at best. It includes gains in labor pro- 
ductivity (in the organizational model), productivities from knowledge as a 
collective good, benefits from improved equipment made available by sup- 
pliers and like effects that will have to be separately identified before ques- 
tions of social spillover can be posed, let alone resolved. It is also possible 
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that a, is correlated with the internal return from a firm’s own R and D if 
labor education and retraining are integrated with development itself. Main- 
taining one’s status in a patent pool might induce the same kind of correlation. 

Some of the most interesting difficulties can arise from the new-product 
problem, though it is not clear at the moment how serious this problem will 
turn out to be. As Mansfield recognizes, his rate of return refers to whatever 
the output of R and D might be, including new products. The latter may rep- 
resent increased utility of output per unit input of the firm, or they may sim- 
ply provide a means of achieving temporary monopoly profits, though the re- 
quirement of higher than normal profits is not necessary if growth is maxi- 
mized subject to a minimum profit constraint. I refer to recent work by Robin 
Marris and others on the managerial theory of the firm wherein HEM prance 
R and D is a part of sales promotion. 

Two kinds of results would be expected from new-product R and D: (1) 
an overstatement of the return to the R and D actually conducted (as dis- 
tinct from derived monopoly) and (2) more important for Mansfield’s 
model, a variation among firms in the same industry in the rate of return on’ 
own R and D. The latter could result from differences in the extent to which 
a low return is acceptable for the sake of growth through new product mar- 
kets. Mansfield reports that he regressed b (or b’), his total rate of returns, 
against rate of growth with nonsignificant results. If the same kinds of results 
are obtained in general for firms in the same two-digit industries (not chemi- 
cals and petroleum combined), then at least the second aspect of the new- 
product problem can be ignored. 

The new-product problem would hardly seem to be ameliorated, as 
Mansfield holds, by his choice of the chemical industry. For example, Mon- 
santo Chemical Co., with the third largest sales in the industry in 1963, esti- 
mated in its annual report for that year that over 50 percent of its sales and 
more than 60 percent of its profits were derived from more than 500 products 
introduced in the preceding ten years. I agree with Mansfield’s view that as, 
the elasticity of output from own R and D, “would be expected to vary con- 
siderably from one industry to another,” and for this reason, feel quite un- 
comfortable about the necessity of combining five chemical firms and five pe- 
troleum firms to get the a, used in Table 1. 

It would seem that there is an opportunity to draw further inferences on 
the state of the real world and/or the validity of the model by comparing the 
. chemical firms in Table 1 with the chemical industry in Table 2. There is a 
disturbing reversal in the relative importance of organizational and capital- 
embodied rates of return for these two groups. Is this due to the fact that a 
high value of x would be appropriate, or to an unrepresentative collection of 
firms in Table 1, or to an extraordinary distribution of lower limits? If the 
firms in Table 1 are unrepresentative, then we can infer that there is a high 
variation in the ratio of organizational to capital-embodied technology within 
an industry. A comparison of the relative b and 6’ values in Table 1 with 
those in Table 2 suggests that this is the case. Insofar as the Table 2 rates of 
return are lower limits, this fact need not prevent a comparison by using ei- 
ther the Table 1 values of a, for the chemical industry in Table 2 or the 
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Table 2 values of a, (which are zero) in Table 1 for the chemical firms. Note 
that it is not appropriate for the purpose at hand to get an industry value of 
a, that will internalize to the industry R and D cross effects external to the 
individual firms. The two concepts have quite different policy significance and 
require different a, concepts to go with them. Mansfield’s discussion does not 
make the distinction, which may account for his conceptual inability (except 
in the special case in note 19) to estimate industry-wide a, values. 

$ Markham has summarized the current state of knowledge on the relation of 
firm size to R and D expenditures. To interpret the weak relation he finds, it 
seems in order to recall the late Joseph Schumpeter’s distinction between mo- 
nopoly profits as a necessary and as a sufficient condition for R and D sup- 
port. Schumpeter emphasized interindustry competition in his analysis of 
“creative destruction.” His example was the Aluminum Company of Ameri- 
ca in competition with other producers of primary metals, not the giants of 
the tobacco industry. Markham interprets R and D as an aspect of oligopoly 
strategy. This is in accord with the original Schumpeterian view (as opposed 
to the neo-Schumpeterian) and suggests an emphasis on new product R and 
D. It is on the problem of relating the composition of R and D output to 
growth and market position that the larger payoffs seem in store for Mark- 
ham’s analysis. 

Markham refers to our failure to understand oligopoly price and output 
policy. I consider this failure less of a warning than an encouragement. If R 
and D is an important aspect of oligopoly strategy, then we cannot expect to 
succeed until it has become an endogenous part of oligopoly theory. 


THE NEW NATIONAL ECONOMETRIC MODEL: 
i ITS APPLICATION 


THE BROOKINGS-S.S.R.C. QUARTERLY ECONOMETRIC 
MODEL OF THE UNITED STATES: 
MODEL PROPERTIES* 


By Gary Fromm, Brookings Institution 
and LAWRENCE R. Kiem, University of Pennsylvania 


To determine the comprehensive properties of any nontrivial model 
of the economy is difficult. To do so for as large a system as the Brook- 
ings-S.S.R.C. model, one with over 150 structural equations and 75 
identities, is an order of magnitude more difficult. There is much in 
which one might be interested: the specification of variables; the magni- 
tudes of coefficients and elasticities in individual equations; the stability 
of these coefficients over time; the structure of the complete model; the 
predictive capabilities of individual equations and the system as a 
whole; the intertemporal and interequation covariances of the error 
terms; the independence of the exogenous variables from common 
trends and cycles; the sensitivity of individual equations and the entire 
system to estimation and observation errors, parameter shifts, and 
changes in initial conditions; the responsiveness to alterations in the 
values of policy instruments or other variables; and so forth. 

The specification of equation variables and their coefficients, errors 
of estimate, and residual characteristics may be found in a volume on 
the model to be published in the near future.! As to the other items, we 
must, unfortunately, content ourselves with a discussion of only three; 
namely, due to time and space limitations, only the rough system struc- 
ture, some parameter values and predictive capability of a representa- 
tive set of individual equations, and the response multiplier can be 
covered. But first, some preliminary remarks on the current status of the 
model are in order. 

A model building enterprise such as ours, that seeks to meld the the- 
ories and empirical findings of a large number of econometricians scat- 
tered across the country, is plagued by difficulties of coordination from 
the outset. Not only may each individual’s equation specifications differ 
from those that the model’s synthesizers would select, but, also, there is 

* This research was conducted under the support of a National Science Foundation grant 
to the Brookings Institution. The authors also are grateful to the IBM Corporation for the 
ae of computer time and are indebted to James A. Craig, Mrs. Vijaya Duggal, and 

chael D. McCarthy for invaluable assistance in preparing the estimates in this paper. 

1 The Brookings-SSRC Quarterly Econometric Mode of the U.S. Economy, James p Duesen- 


berry, Gary Fromm, Lawrence R. Klein, and Edwin Kuh, editors (Rand'McNally and North- 
Holland, 1965). 
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a tendency for incompatibilities in variable definitions and data sources 
to arise. Additionally, sometimes there are errors in copying and key- 
punching data and in performing transformations on the variables. 
Obviously, such incompatibilities and mistakes can cause coefficient 
estimates that are biased, inconsistent, and inefficient. Therefore, 
much effort was expended recently to minimize these problems in the 
present version of the model. All equations were refit (by ordinary least 
squares; simultaneous estimates will be run at a later date) to a com- 
patible set of verifiable data. As might have been expected, when cor- 
rect data were utilized, some of the coefficients and their errors of esti- 
mate changed significantly. Consequently, modifications in a number of 
equation specifications have been made and others may be in order. 
These will be undertaken in the near future. In spite of the need for 
these compatibility and specification changes, we think that the fresh 
and original ideas that came from the widespread group of contributors 
were extremely fruitful. 

The research on the model, of course, is expected to continue over a 
long period. Thus, the equations will be subjected to periodic review for 
structural change and agreement with contemporary theory. In the re- 
sults reported below, however, for the most part, we have employed 
the refitted initial specifications of the contributors to the original com- ' 
plete model. 

Model Structure 


As is now well known, we have constructed a block recursive system; 
this is, a system in which blocks of simultaneous equations feed into 
one another in a recursive causal chain. The endogenous values in 
each block are determined by the equation parameters, predetermined 
variables from lower order blocks, and exogenous variables. 

From a block recursive ordering for a modified version of the system, 
it can be seen that investment anticipations, the lowest order block, de- 
pend only on lagged values of industry output and capital stocks. Here, 
as in many other sectors, the current endogenous variables also depend 
on their own lagged values. 

In turn, investment realizations are a function of current and lagged 
anticipations and lagged investment, output, and profits. Residential 
construction also is a function of predetermined variables. Consump- 
tion, on the other hand, is intricately tied into a large simultaneous 
block of the system, since it depends on current prices and disposable 
income, as well as lagged values of itself. Inventory change, orders, 
labor requirements, and factor income formation also make up a large 
simultaneous block. Finally, we have market determination of prices, 
wages, and interest rates. These may be simultaneous in some cases 
with real demand, but they can be separated into industry blocks, as 
is shown in a later section on solution of the model. 
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The above ordering indicates the general structure of the model but 
gives little indication of the specific form of the equations or the nature 
of their parameters. These will now be discussed, following which a 
method of solution of the system will be outlined and multiplier re- 
sponses to changes in the exogenous variables will be derived. 


Some Equation Estimates 


It is impossible to present equation estimates for the complete model 
within the confines of this brief article. Therefore, only a partial set of 
functions for the durable manufacturing sector will be shown.? (See 
Table 1; symbols are listed in Table 2, Summary statistics for the re- 
maining equations may be found in Table 3.) 

Generally, these functions and those entering into the more aggrega- 

‘tive results that follow were fitted to quarterly, seasonally adjusted 
annual rate data for the period 1949-60. The initial quarter did vary 
somewhat from one equation to another and depended upon data 
availability and the lag structure of the included variables. 

Because derivations and explanations for the functions of Table 1 
may be found in the previously cited volume on the model, only a few 
comments on their form will be made here. The investment equation 
presented is an alternative to the two-stage process of investment inten- 
tions and realizations that probably will be employed in future simula- 
tions with the model. The alternative equation reflects the intentions- 
appropriation-delivery lag on current expenditures. The coefficients 
and elasticities seem reasonable, except for the positive sign on the 
long-term interest rate lagged one quarter. The standard error of esti- 
mate (.558) is somewhat high, but acceptable. 

The inventory equation is of a type that has now become standard. 
The most interesting variable—and one not included in past inventory 
analyses—is the index of hours worked in manufacturing. This has an 
extremely high elasticity and most likely reflects the change in work-in- 
process inventories as production is increased. Unhappily, the coeffi- 
cient of the sales term (GNP}—INV$+GN Pc) is negative. However, 
it is not significant at the 95 percent confidence level. Also, the variance 
of the residuals is high. 

The changes in hourly compensation of production and other workers 
in manufacturing takes into account the influence of increases in the 
cost of living, unemployment, profits, and past wage changes. As it 
stands, the equation mirrors the impacts cited by writers who have _ 
stressed the institutional and bargaining determinants of wage deter- 
mination. 

* At present, the other production sectors are agrieultire, nondurable manufacturing, con- 


tract construction, trade, regulated industries, and residual industries. Within the next year, 
we hope to disaggregate to the two-digit level for manufacturing industries, 
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TABLE 1 
PARTIAL Set oF DURABLE MANUFACTURING EQUATIONS; 1949-60* 





INVESTMENT IN PLANT AND EQUIPMENT 
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EMPLOYMENT OF PRODUCTION WORKERS 
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* t statistics and-elasticities, respectively, are shown immediately below the coefficients to 
which they apply; elasticities are evaluated at the variable means. 
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TABLE 2 
List oF VARIABLES AND DEFINITIONS 


All monetary variables are in billions of current dollars, seasonally adjusted. Mone flow 
variables are at annual rates; stock variables are end of period. Lags or leads in variables are 
indicated by the general subscript $ or plus or minus numbers;-e.g., a lag of one period is #—# 
with #1, or simply (without #)—1. ; 


Superscripts: - 
54=constant 1954 dollars 


Subscripts: 
Subscripts are defined with the varlable to which they apply 


Producing Sector Subscripts: 
GF <= federal government 
GS= state and local governments 
MD=durable manufacturing 
MN =nondurable manufacturing 
O*~=all industries except agriculture, manufacturing, and trade 
T= wholesale and retail trade 
Variables 
C=personal consumption expenditures, including imputations, billions of dollars 
Cpa=personal consumption expenditures for new and net used automobiles and parts, 
Billions of dollars 
Cpa = personal consumption expenditures for durable goods other than new and net 
used automobiles and parts. 
Cyr™ personal consumption expenditures for food, billions of dollars 
Cyzr= pen consumption expenditures for nondurable goods other than food, billions 
of do 
Cs=personal consumption expenditures for services, billions of dollars 
CCA = capital consumption allowances, billions of dollars 
CPI=consumer price index, 1954=1. 
CPIsgr=rent component of consumer price index, 1954= 1.00 
CURR=currency liabilities of the Treasury and Federal Reserve, leas commercial banks’ 
currency holdings, end of quarter, billions of dollars 
DD=private demand deposit liabilities of commercial banks less interbank poa 
cash items in process of collection, and Federal Reserve float, billions of dollars 
A-= first difference operator 
DW = Durbin-Watson statistic 
E=employment, billions of persons . 
Eo=employment of overhead. workers, bilHons 
Ep=employment of production workers, billions 
EX =U. 5. exports of and services, billions of dollars 
G=government p of s and services, billions of dollars 
Gep™ government purchases of durable goods, billions of dollars 
GNP= national product 
GN Pp=durable goods component of gross national product, billions of dollars 
GNPic=construction component of gross national product, billions of dollars 
Hp=average work week of production workers, hours 
HUsrs=number of private housing units started, millions 
HUyac,= adjusted vacant available housing units, millions 
Isvs= business gross investment in plant and equipment, billions of dollars 
Towre= GNP expenditures on nonfarm residential construction, billions of dollars 
Ippz= gross private domestic investment in producers’ durable equipment, billions of 
(9) - 
INT Bta personi interest income paid by business, billions of dollars 
INV = business inventory stock, billions of dollars 
INVp=inventory stock of durable goods, billions of dollars 
IVAC=corporate inventory valuation adjustment, billions of dollars (IVA = total; 
IVAN=noncorporate; IVAC=IVA—IVAN) 
Jyp=index of hours worked by production workers, 1954= 1.00 
K=stock of business capital, billions of dollars 
A= Theil inequality coefficient (U in his notation) 
Myix™ imports of finished goods and services, billions of dollars 








THE NEW NATIONAL ECONOMETRIC MODEL 353 


TABLE 2 (continued) 
List OF VARIABLES AND DEFINITIONS 


Meret ports of crude materials, crude foodstuffs, and semimanufactures, billions of 
Q. 


Ov = manufacturers’ unfilled orders, billions of dollars ; 
Proven = tpl price deflator for GNP expenditures on nonfarm residential construction, 
PY =implicit price deflator of gross product originating, 1954= 1.00 
R= percentage explained variance corrected for degrees of freedom 
RE= undistributed corporate profits, billions of dollars 
RM =interest rate, percent 
RM rrn = Federal Reserve Bank of New York discount rate, percent 
RMept= average yield during quarter on U. S. securities maturing or callable in ten years 
or more, percent 
RMoess,= average market yield on three-month U. S. treasury bills, percent 
RU=rate of unemployment, fraction 
RU*=five-quarter average of RU centered on 1—2, fraction RU*=}RU4+4RU_4y 
+4RU_o+4RU~+4RU 
RW = compensation per employes, dollars per employee 
RW SS= compensation of employees per man-hour, Yollara per hour 
Se=standard error of estimate 
TC=corporate profits tax accruals to government, billions of dollars 
TIM E=time trend, 1947:1=1. 
TP = personal tax and nontax receipts (or payments), billions of dollars 
TW = contributions for social insurance, billions of do 
TX = indirect business tax and nontax accruals, billions of dollars 
TX*= aaah business tax and nontax accruals plus business transfer payments, billions 
of dollars 
Y g= government transfer payments to persons, billions of dollars 
WPI =wholesale price index, 1954= 1.00 
X =gross product originating, billions of dollars 
Yp=disposable personal income, billions of dollars 
Yzwr=proprietors’ income, billions of dollars 
Yp=personal income, billions of dollars 
Zau = corporate profits after tax but before inventory valuation adjustment, billions of 
ollars 


a e profits before taxes including inventory valuation adjustment, billions 
of dollars 


Finally, employment of production workers in durable manufacturing 
is dependent on the current level and change in output originating, the 
capital stock, the change in hours worked, and the beginning of period 
employment. These, too, are theoretical, classical influences on the 
industry’s employment. 

As a group, the functions for durable manufacturing are tolerably 
accurate over the period of fit, although the inventory equation might 
be regarded as an exception. However, a significant fraction of the error 
in this function arises from the inability to account for inventory be- 
havior during the 1959-60 steel strike period. For the most part, the 
residuals for 1961-62 are equivalent or superior to those during the 
period over which the equations were estimated. (See Table 3.) The 
exceptions are inventory investment and employment and hours of 
production workers. These residuals are explained by the failure ac- 
curately to trace the recession in early 1961. 
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TABLE 3 
Summary STATISTICS FOR DURABLE MANUFACTURING EQUATIONS 








RESIDUAL ERRORS 
1961—62 


SONS Orr S 
SSRGSRSS2BSRSS 








* Unless otherwise pee for durable manufacturing. 
(RWSSap— RW SSucp4)/RWSS. 
Does not take into account revision of the tax laws in 1962 granting investment tax credits, 


Output originating and profits may also be derived for the industry. 
Output originating is calculated by multiplying the inverted matrix of 
input-output coefficients by a vector of industry final demands. This 
latter vector is determined by a set of regressions of final demands on 
GNP components. As an alternative to this process, it is also possible 
directly to relate industry output originating to a linear combination of 
appropriate GNP components; e.g., 


54 
(1) Kup = f(Coa, bai Ippz, Gan, EXp). 


Given the endogenous determination of all other income items, profits 
may then be estimated as an endogenous residual.? The identity used is: 


(2) Zp = PV. X“ — RWSS[52(Ep- Hp + Eo:40)] — Yawr 
— INTgus — CCA — TX*—IVAC. 


These computations were performed for 1961-62 and produced residu- 
als for actual less predicted profits of about $2-3 billion, or an error of 
15-20 percent. Most of the difficulty could be traced to a predicted 
overstatement of the rate of compensation of 2-3 percent; further 
efforts will have to be devoted to improving the accuracy of the com- 
pensation equations. 


Profits after tax sre derived from the additfonal identity: Limi TC, where 
reaa 
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It is also interesting to examine the residuals when the predicted 
values of disaggregated equations are summed. These are shown in 
Figure 1. As above, the period of fit was 1949-60 and predicted and 
actual values were gotten for 1961-62. Notwithstanding the deceptions 
of graphic scale, the aggregation across equations produced surprisingly 
small total predictive errors. Individual equation errors frequently were 
of opposite sign and tended to cancel each other. This, of course, may 
not be true of complete system solutions. 


The System as a.Whole 


Even though each individual equation or block of equations looks 
reasonable or statistically good (high correlation, small sampling errors, 
expected qualitative effects, random residuals, etc.), the whole group of 
equations may or may not function well as a system. It remains for us 
to determine how the complete model extrapolates or generates simu- 
lated time paths of endogenous variables. This system, by its very size, 
however, is difficult to treat as a whole. 

The estimation of any single equation, once data were available, was 
not difficult, because each equation is linear in the parameters. In our 
final system, however, there are many nonlinearities in the form of 
combinations of endogenous variables. This is a major complication at 
the present stage of testing and applying the whole model. Recursive- 
ness was of great assistance in simplifying estimation procedures, and 
would help a great deal in algebraic solution for endogenous variables. 
Unfortunately, the system is not fully recursive. In a maximum delinea- 
tion of recursive ordering, we are still left with a large simultaneous ' 
block. g 

The first step in solving the system is to decide what is exogenous or 
predetermined and what is endogenous. We have a large agricultural 
sector and a substantial labor supply sector. More work needs to be 
done in consolidating and sharpening the equations in these groups. 
For the present discussion, we shall assume that agricultural income, 
labor supply, family formation, and government purchases of goods and 


` services are given. This greatly reduces the complexity of the system. 


The remaining variables to be determined are GNP expenditures (con- 
sisting of several components of consumption, fixed and inventory 
capital formation, imports, and exports), orders, factor incomes (de- 
compositions of wages, profits and rentier income for individual sectors), 
output originating by sector, prices, wage rates, and employment by 
sector, interest rates and currency and demand and time deposits. 

A stage below the exogenous category are endogenous variables that 
are functions of predetermined variables alone. An example is housing 
starts, which depends only on lagged or exogenous variables. The 


equation Is: z 
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1 3 
(3) HUsrs = .3140 — 0.1272 — > (RM aass)-i + 0.3966(HU gra) 
i=l 


(—4.3896) ` (4.5259) 
(—0.2027) (0.3987) 
— 0.2470(HUyace)-1 + 0.0131TIME 
(—2.1766) (4.3448) 
(—0.2865) (1.3884) 


CPI 
-+ 0.6908 =] 
(ise 


(0.4922) | 
Ri = 847 Se = 0606 DW = 1.4403 


_ (Symbols are defined in Table 2; ¢ statistics and elasticities at the means, respectively, are 
reported parenthetically.) 

Other examples are the business investment equations, which, to- 
gether with residential construction, form the first wholly predeter- 
mined block. For a stated extrapolation period, the first quarter of 1961 
in the present context, we assign prior or given values to each of the 
right-hand variables and compute the fixed extrapolation values of the 
left-hand (dependent) variables. This can be done for the fixed invest- 
ment equations, but it is not possible for inventory investment. 

Consumer spending, inventory investment (via an orders-backlog 
sequence), imports, tax receipts, and government transfers are all GNP 
components of the model that depend, in part at least, on current 
activity or market conditions. When effective demand for total output 
is determined within our model, the production functions establish 
labor requirements. (Because fixed capital formation depends only on 
lagged variables, the requisite capital input variables of the production 
functions are predetermined from quarter to quarter.) 

The determination of wages, prices, and interest rates in terms of 
activity, employment, unemployment and monetary developments en- 
ables us to translate labor requirements into the wage bill and durable 
expenditures into interest income. The national accounting identities 
then yield profits as a residual, completing factor shares. This is a 
loosely and roughly telescoped way of presenting the structure and 
causal sequence within the model. 

If the system were completely linear, it would not be difficult, at 
least in principle, to obtain a solution and calculate simulation-forecast- 
multipliers. Our system, however, is nonlinear in the variables (not in 
the unknown parameters that we estimate from the sample), and this 
poses difficulties in application. The kind of nonlinear structure en- 
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countered in the model is subtle and important. It comes about in our 
model building in a way that is likely also to occur in a wide variety of 
other models. In fact, we might argue that it is inherent in the nature 
of economic structure and that it is unrealistic to think that an economy 
can be represented by the standard formulation 


yı = endogenous variable vector i 
Ay: + Bz: = é& Z, = predetermined variable vector 


es = residual vector) 


found in most econometric textbooks. 

Since our space is severely limited, and since the Brookings-S.S.R.C. 
model is large and cumbersome, let us examine the nonlinear character 
of the system through a simplified, highly condensed model. 


Fixed Investment 


(4) Ibus = 65+ o:X—1+ aKa + RM aos. 
Nonfarm Residential Construction: wholly predetermined 


1 3 
(5) Touts = bs + bi — > (AU grs)-« 
3 io 


Inventory Investment: durable and nondurable manufacturing 


(6) AINV un = co + Xuv 
(7) AINV uw = do + dX un 
Consumption Function 
(8) C = e+e 2] 
P 
Output Decision Equations; durable and nondurable manufacturing 
(9) Xup = fo + fiC" 
(10) Xun = g+ gC" 


Labor Requirements: durable and nondurable manufacturing 


(11) Eup = he + nXup 
(12) Evy = je + Xun 


Personal Tax Function 
(13) TP = ks + kip 
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Corporate Savings Function l 
(14) RE = m, + mZp 
Price Formation: markup over unit labor cost 


RW (Eup + Eun) 


(15) P=ntm ya 


Compensation Rate 
(16) ARW = do + q(L = Eup = Eun) + qa P 
Interest Rate Determination 


(17) RM = 1, +r1RM vas + | a | 
=f, r PI EENE OENES 
r 4 FRB T: DD 4+ CURR 
Identities 
Gross Output 
(18) x = Xup + Xun te 


Gross Expenditure 


4 


(19) x” =C" + Tower + Inos + AINVun + AINVuw + G° 
Disposable Income 

(20). Yp = Yp—TP 

National Income 

(21) P-X5 = RW (Eup + Eun) + Zs + RM-P-K* 
Personal Income 

(22) Yp = P-X*— RE 

The symbols used above are defined in Table 2. 


In this condensed model lags are deleted except to show how those 
in fixed capital formation start the system going. Nevertheless, all 
equations include possible lags or cumulative variables. These and other 
predetermined variables are consolidated in the constant term of each 
equation. In the actual model, there are several types of consumption 
and inventory investment. Here they are condensed except to show 
how a decomposition of output affects different inventory components. 
It is this decomposition that introduces an input-output structure into 
the complete model. There we have many price levels. Here we deal 
with only one. Capital in the production functions can be considered to 
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be included in the constant terms for a one-period solution, since fixed 
investment is determined in a pure lag relationship. In the simplified 
model, national income and product are assumed to be identical and 
foreign trade is neglected. Taxes are used without adjustment for trans- 
fers, and all profits are assumed to arise in the corporate sector. Wage 
rates are determined by the familiar adjustment pattern to unemploy- 
ment and price change. The interest rate depends on the discount rate 
and velocity. 

In many respects, the condensed model resembles the main processes 
of the Brookings-S.S.R.C. model, at least those that give rise to special 
problems in solving the system. An important property of the model is 
that if market variables (wage rates, prices, and interest rates) are 
given, a linear real system determines output, employment, and the 
composition of final demand. Equations (4) through (13) and (17) 
through (21) can be solved linearly for 


5 ‘ 54 so BA 
Devas I ONER; AIN Vin, AINV un, C*, Xup, Xun, Eup, Eun, 
TP, RE, X“, e Yp, Ze and Yp, 


if values are assumed for RW, P, and RM. The stock of fixed capital 
(K*) is determined once investment is explained. Next, if Exp, Euy, 
and X“ are given, values of RW, P, and RM can be derived from linear 
equations. A proposed method of solution is, first, to assume initial 
values of RW, P, and RM for some given quarter. Second, solve the 
linear equations for Exp, Eun, X™ and the other 13 unknowns. Third, 
using Exp, Eun, and X“ in equations (15) through (17), obtain 
(linearly) second estimates of RW, P, RM for the same quarter. The 
whole process is repeated until the values calculated on successive 
iterations remain approximately constant. 

On small systems of about 35 equations, this procedure has been 
found to converge. We are attempting to employ this method on the 
complete Brookings-S.S.R.C. model. As a first step, given initial values 
for wages, prices, and interest rates, a 6262 linear block of real out- 
put and employment equations has been solved. In this solution, the 
business investment and housing equations were pure lag relationships 
and agricultural income and labor supply were exogenous. This yields 
a “real multiplier” matrix. Successive iterations will then produce com- 
patible solutions for prices and outputs for later periods. 

The inverse matrix of the system of jointly dependent variables, 
given lags, exogenous variables, wage rates, prices, and interest rates 
corresponding to the first quarter of 1961, is an impact multiplier matrix 
of one calendar quarter duration. Our inverse has 3,844 entries and is 
therefore difficult to summarize in this paper. However, some of the 
entries refer to well-known concepts in macroeconomic analysis and 
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can be cited individually. For example, the system produces autono- 
mous expenditure impact multipliers of reat GNP with respect to the 
constant term of equations explaining expenditures and tax variables. 
(See Table 4.) Analogous values can be computed for changes in 
exogenous variables. More complicated multipliers associated with 
coefficient parameter changes (e.g., tax rates) or prices and wages 
would not be constant and would have to be evaluated by solving the 
system under successively altered conditions and examining the change 
in the soultions for jointly determined variables. 


TABLE 4 


ONE-QUARTER Iapact MULTIPLIERS: Constant DOLLAR Gross NATIONAL PRODUCT 
WITH RESPECT TO AUTONOMOUS CHANGES IN EXPENDITURE AND TAXES WITH 
GIVEN WAGES, PRICES, AND INTEREST RATES 


(Figures rounded to nearest tenth) 


Chra 1.0 
cha 1.0 
Chr 1.3 
Char 1.2 
Cs 1.0 
AINV up 1.1 
AINVarw 1.1 
AINVr 1.0 
AINVo" 1.0 
Myin —1.1 
Marm SRI 
TP —0.5 
TXar +TXos —0.05 
TC —0.04 
TW —0.4 
Ve 0.4 
G ; 1.2 


Tke whole set of 3,844 entries in the inverse matrix is too difficult to 
summarize easily and, indeed, many of the entries may turn out to be 
unreasonable on closer examination. Those elements about which we 
have some good a priori hunches look reasonable. It must be empha- 
sized, however, that these are one-quarter impact multipliers. In a sys- 
tem like ours with many lags, longer term multipliers may be different. 
In most cases they will be larger (there are positive effects of lags). But 
some variables are affected negatively by cumulated stocks, and longer 
term multipliers associated with them may be smaller. 

These calculations reported here are merely first steps in learning the 
properties of this large-scale system. In the months to come we expect 
to have many more concrete results. 





ECONOMETRIC MODELS: IS A NEW AGE DAWNING?* 


By Eobw Kus 
Massachusetts Institute of Technology 


This paper is meant to provide perspective on the uses of large-scale 
econometric models, such as the Brookings-S.S.R.C. model, by the eco- 
nomics profession. To do so requires a lightning sketch of econometric 
model building—as distinct from the generation of descriptive statis- 
tics, or theoretically-oriented but deterministic quantitative analysis. | 
First, however, one must recognize that two wings of the economics 
profession will not find useful econometric models of any scale whatev- 
er. At one extreme are those who distrust most explicit theory and who 
put principal reliance upon institutional-historical study and tabulated 
material. At the other end of the analytical spectrum are those who are 
primarily concerned with the deductive implications of pure theory. 

Between the two World Wars much effort was devoted to quantita- 
tive statistical study of agriculture markets, which reached its peak in 
the studies of Henry Schultz [17] [18]. In the same period Tinber- 
gen’s classic business cycle research [21], in part stimulated by Key- 
nesian theory, provided the origins of modern quantitative business 
cycle analysis. National income accounting theory supplied further im- 
petus, interacting with Keynesian constructs and leading to coherent 
bodies of data about national economies. Our domestic Tinbergen, 
Lawrence Klein, first developed econometric models as part of the 
methodological trench warfare which centered about the Cowles Com- 
mission from the mid-1940’s to the early 1950’s [6]. If the flowers 
that now blossom on that battlefield could only speak, they would, I 
think, tell us that the Cowles Commission won: good quantitative eco- 
nomics requires both appropriate economic theory and appropriate sta- 
tistical methods. The exchange between Koopmans [10] and Vining 
[23] well illustrates that controversy. Paul A. Samuelson’s insistence 
on operationalism in economic theory [15] provided concurrent in- 
tellectual support for testable propositions. However, the earlier po- 
lemics failed to stress enough that most economic theory lacked ade- 
quate descriptive content about behavior and institutions: the majestic 
phrase “a priori knowledge” cloaked massive areas of ignorance that 
confrontation with the data would soon enough reveal. 

In business cycle theory, for instance, it became evident that the im- 
posing and illuminating apparatus of differential and difference equa- 

* Research support by the National Science Foundation in connection with the 
Brookings-S.S.R.C. model is gratefully acknowledged. 
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tions (mixed or pure, linear or nonlinear) provided at most an invalua- 
ble way of posing problems, These abstract mathematical procedures 
plus economic intuition (Samuelson’s multiplier-accelerator article 
[16] and Frisch’s random shock pendulum cycle model [2] offer 
excellent examples) do not begin to reflect many crucial aspects of be- 
havior which subsequently have been shown to be of critical quantita- 
tive importance. In its original full generality the multiplier-accelera- 
tor model is a second-order difference equation so that, depending on 
parameter magnitudes, “anything can happen.” It is quite remarkable, 
nevertheless, how much of these original propositions still remain basic 
to an understanding of business cycle behavior. Similarly, the main 
testable proposition from demand theory is that a simple or composite 
commodity’s own compensated price elasticity should be negative and 
that in principle all relative prices and income determine quantity de- 
manded (by an individual). Thus theory has provided only the most 
general sort of guidance, which many econometricians (see for in- 
stance Klein and Goldberger [9] and Suits [19]) found insufficient, 
turning instead to a sort of quantitative institutionalism; i.e., modeling 
behavior equations more and more closely on attributes which theory 
originally had perceived dimly or not at all, 

Econometrics presently stands at the intersection of theory and ex- 
perience, as a much more sharply defined apparatus for developing and 
testing relationships than previously had existed, or been part of ac- 
cepted practice. And not a few look with nostalgia on the empirically 
less insistent atmosphere of the past. The final ingredient in this list of 
the main foundations of large-scale quantitative economics has been 
the computer. It takes less time to whip off a multiple regression, to- 
gether with an awesome battery of test statistics, than it does to read 
this paragraph. While far from an unmixed blessing, big fast comput- 
ers are essential to estimation and manipulation of large econometric 
models. 

The potential users of large-scale models like the Brookings- 
S.S.R.C. model can be classified for present purposes into three 
groups: forecasters, policy-makers, and research economists whose pri- 
mary aim is better understanding of economic structure. While it is 
still too early to reach secure judgments, it appears reasonable to sup- 
pose that macroeconomic forecasters using present aggregate tech- 
niques will do at least as well and in some instances better than fore- 
casts based on large detailed models. Their present mixed bag of tricks 
seems to work quite effectively: anticipations and consumer survey 
data in the context of standard aggregative models, running from the 


*This compressed set of propositions is intended to be descriptive of the way matters 
seem to be rather than an expression of a “pro-theory” or “anti-theory” judgment. 
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recent five-equation Friend-Taubman entry [1] to the more elabo- 
rate Suits thirty-five equation forecasting model [19] have produced 
worthwhile results. Since quantitative analysis should be judged by its 
results, am I not tossing in the sponge before the struggle has begun? I 
think not, and for these reasons. To begin, the Brookings-S.S.R.C. 
venture is intended to model or reflect reality to an order of magnitude 
more closely than any previous venture of which I am aware; explicit 
ambitious attempts to portray behavior econometrically will often fal- 
ter. In the interests of cumulative research this is all to the good. By 
- pushing hard against the limits of knowledge, information about the 
sources of error—equation specification, messy data, or pure random 
noise—can be most effectively isolated since the detailed structure will 
be exposed to examination rather than being obscured inside a massive 
aggregate. Forecasters quite legitimately can ignore these matters, 
since the nature of the structure is frequently less essential to forecast- 
ing success than its persistence into the future. When the underlying 
structure is stable, collinearity among the predetermined variables will 
not damage reasonably accurate prediction and at times negative co- 
variances among the errors can compress the error variance of an ag- 
gregate. While appropriate prior restrictions lead to most efficient esti- 
mates (Klein [8]), uncertainty about model structure or the validity 
of identifying restrictions (Liu [11]) will inhibit model formulation 
and structural estimation but not the straight forecaster. In the face of 
uncertainties about model structure, the forecaster will choose any and 
all variables which minimize prediction variance—and quite rightly 
so; while equally correctly, the research economist primarily interest- 
ed in structure will be more cautious about accepting variance mini- 
mizing formulations of dubious theoretical worth. In short, the a priori 
beliefs of structural estimation often entail larger error variances than 
a nonstructural, forecasting approach. 

Furthermore, the Brookings-S.S.R.C. model is sensitive to dynamic 
specification, despite strong initial emphasis on the short-run lag struc- 
ture. While dynamic theory has existed for quite some time, serious 
efforts to measure short-run dynamic economic reactions are really only 
a matter of the past ten years, at most. Again, forecasters can choose 
to avoid these difficulties with impunity by forecasting over annual in- 
tervals instead of facing the more demanding task of predicting a 
quarterly time path. In the short run, at least, it seems that the price 
of efforts to achieve greater structural realism could be larger error 
variances, although in the long run improved structural knowledge and 
data will most certainly improve forecasting efficiency. 

How about the next group on our list: the policy-makers? It is a 
fact of life (or might turn out to be so on closer examination than I 
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have given the matter) that at least a dozen business corporations use 
more sophisticated econometric models than U.S. government econom- 
ic policy centers such as the Bureau of the Budget, the Council of Eco- 
nomic Advisers, and the Treasury. The reasons why are readily enum- 
erated. 

Much government economic policy energy goes into forecasting 
large national income aggregates. As indicated above, this can be done 
quite effectively with small-scale, casually structured models. Besides, 
a few quick telephone calls will reveal the latest ten or fifteen opinions 
about next year’s GNP. At the other extreme, much economic policy is 
concerned with exceedingly fine-grained problems. For example, most 
comprehensive econometric models are too coarse to indicate the 
effects of small changes in the parity price of rye or corn. Legislation 
typically is concerned with highly specific and detailed content, for 
which global models, however intricate, are not yet appropriate, al- 
though grafting finely detailed equations to macro models is one 
significant development which will be mentioned later.’ Another rea- 
son may be ideological: economic models, which smack of planning, 
could perhaps raise congressional or other politically influential hack- 
les. The reasoning seems to be that policy whose detailed implications 
are unclear is preferable to the same policy whose implications are bet- 
ter known: “Speak no evil, see no evil, compute no evil” appears to be 
an element of Washington economic thinking on these matters. 

But there is much to be grateful for. If I may paraphrase one of the 
founding fathers: “Econometrics is still in its infancy. We should wait 
another twenty or thirty years before making any significant claims or 
we shall be discredited.” The day is still far off, as it should be, when 
the President of the United States will request economic guidance from 
a computer without human mediation, although there have been times 
when better advice might have been elicited from our transistorized 
robots. At the same time, one might expect that governmental econom- 
ic expertise will rely more on econometric capability for analyzing al- 
ternative policy implications instead of current primary dependence on 
the expert back-of-the-envelope calculation. 

It is the third group on the list—economists interested in economic 
structure—who have the most to gain in the near future from large- 
scale econometric models. Even so, it is to be doubted that dramatic 
new breakthroughs are just around the corner. At the beginning of the 
1960s, it can be asserted that econometric model building had reached 
a plateau. Several models had yielded various insights about macroeco- 


*Karl Fox in an unpublished paper has broken ground on the operational require- 
ments for a highly detailed regional agricultural econometric model suitable for policy 
purposes, which could be grafted onto a macro model of the sort envisaged here. 
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nomic interdependence. These implications have been effectively sum- 
marized and presented by Goldberger [3] and Klein [7], who sur- 
veyed the “state of the arts” at about the same time. In brief, the most 
outstanding shortcoming is that the models were dominated by con- 
sumer demand relations to the exclusion of at least several important 
sectors. Production was treated in a cursory manner while monetary 
relations and price-wage behavior were thrust into the background. 
Many equations were so aggregated that any chance of portraying 
genuine underlying behavior seemed hopeless. While no miracles are 
about to spring full-blown from the brow of this new model, these ear- 
lier binding restrictions have to some extent been weakened by sub- 
stantial disaggregation so that a more realistic system now exists. 

At the same time that the level of aggregation was diminished, more 
production and price-wage behavior has been made explicit. Consumer 
final demand aggregation, except for housing, remains at levels similar 
to those of some previous models. The expanded scope of investment 
behavior represents a major advance in realism, since industry demand 
for investment is directly geared to industry experience. More detailed 
inventory equations are also tied to industry variables. As a naive phi- . 
losopher, I use the word realism in this context without apology be- 
cause I believe that meaningful economic structures only exist in quite 
fine detail. While fully aware that appropriate levels of aggregation 
depend upon the objectives of an investigation as well as equation 
properties, I believe that large aggregates across time, space, and 
equations, typifying most previous models, are unlikely to reveal fur- 
ther interesting insights about structure. Increased disaggregation is a 
necessary but, alas, not a sufficient condition for improved understand- 
ing of the economy. 

In this connection, Marc Nerlove’s view of econometric models as 
economic history deserves mention [13]. Estimated equations, in his 
view, have coefficients and a hypothesized structure which provide a 
convenient summary of events over a historical interval. Thus econo- 
metric models should be viewed much as raw time series, simple aver- 
ages, national income, and product and other descriptive statistics that 
are used to describe economies. The interesting substance of this posi- 
tion is the increased component of theory compared with more conven- 
tional versions of economic history—a methodological point well made 
several years ago by Meyer and Conrad [12]. There seems little 
doubt that this form of history represents an advance beyond less 
structured approaches to the past. History in this format, of course, 
reflects current fashions in economic theory as much as it does genuine 
systematic modes of behavior. This perspective is implicitly less op- 
timistic about the potentialities of econometrics than the belief that 








THE NEW NATIONAL ECONOMETRIC MODEL 367 


meaningful structures can be estimated, but it could turn out to be the 
more realistic. 

As a research device, the Brookings-S.S.R.C. model can provide es- 
sential support for the quantitative study of various subsectors. The 
monetary sector will serve as an illustration. The core model now has a 
condensed six-sector monetary set of equations, since for the next year 
or two it is our intention to explore the short-run dynamics of the en- 
tire system, which does not seem to rely critically upon a detailed 
monetary structure. Yet the opportunity exists for monetary econo- 
mists with econometric interests to weld a more complex structure of 
monetary equations onto a reasonably complete and tested set of rela- 
tions. The existence and accessibility of the model will avoid a detour 
from their central interest in order to construct such a system, which 
must inevitably be done with some haste and still absorb much time 
and energy. In short, the possibility of expanding Adam Smith’s pin 
factory to the fabrication of economic knowledge becomes a more 
genuine possibility; as in the manufacture of pinheads, two heads are 
better than one (ceteris partbus/). Since the Brookings-S.S.R.C. model 
is not a monolithic fixed construction, it is possible to combine a par- 
ticular monetary structure with different investment equations or other 
sectors with which the monetary sector is thought to interact 
significantly. 

Through the efforts of Holt and others [5], we now have computer 
programs that will enable simulation and other (e.g., forecasting) solu- 
tions of large systems. This new capability places us in an intriguing 
situation—one of promise, but also some uncertainty. On the positive 
side, we shall be able to manipulate large complex dynamic systems in 
order to observe their properties. Much remains to be learned even 
though some understanding of such systems can be found in the theory 
of: differential equations and the literature of control engineering. 
These techniques have been translated into an economic context by 
Phillips [14], Holt [4], Theil [20], and Tustin [22]. The 
blithe enthusiasm of simulation devotees has yet to be sustained by 
much visible evidence. The main benefits of simulation lie in either: 
(1) exploring the properties of systems whose specific operating char- 
acteristics are already well known but for which analytical solutions 
are difficult or impossible; (2) sometimes revealing incongruous sys- 
tems behavior when plausible (equation-by-equation) specification 
proves incompatible with other parts of a larger system. 

Unlike some relatively simple, readily observable physical systems, 
which have been successfully simulated, seldom are economic systems 
so well specified that great reliance can be put on the first, “solu- 
tion” category. Problems related to the second category, verification 
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and testing, are of uncertain quality and power, since scientific or even 
serisible intuitive test criteria are not developed to a widely acceptable 
extent. A positive merit of simulating large-scale econometric models is 
that various alternative specifications of a given subsystem can be 
readily compared, provided the remainder of the system is well 
specified. For instance, much controversy still exists on the correct 
way to specify investment behavior. It should be possible to gain fur- 
ther insight into the plausibility of different investment formulations 
by simulating each under different economic conditions. 

Other limitations deserve some discussion as well, but this discus- 
sion will be short, since the economics profession is strongly aware of 
them. First, the quality of most available statistics is weak. We simply 
do not possess internally consistent bodies of data with numerous stra- 
tegic cross-classifications of variables by industry, let alone region or 
demographic categories. In many areas of research, computing capabil- 
ity and theory of estimation and behavior have clearly outstripped the 
ability of our statistical agencies to produce pertinent data for testing 
and estimation, even though matters are constantly improving. 

Second, there quite likely exist inherent limitations of a random na- 
ture, beyond which we cannot penetrate, although we are still far from 
reaching those ultimate limits in most instances. Many economic activ- 
ities are fundamentally evolutionary and irreversible; their “laws” of 
behavior are never likely to be fully understood. Even when fully un- 
derstood, the intrinsic random component of some processes may be 
large. Inherent random variation in investment behavior, for instance, 
is likely to remain substantial, even though averaging can improve the 
prediction of average behavior, which is the goal in most problems of 
quantitative economic analysis. It is also true that index number prob- 
lems of aggregation and quality change cannot be easily managed or 
totally eliminated. 

Third, it is trite but true that the limits of theory are great: much 
work remains to be done. If we experimentally attacked economic enti- 
ties with the terrible ferocity that physicists exhibit toward atomic nu- 
clei, it would be considered justifiable grounds for complaint on behalf 
of the injured parties, because we are not yet all that certain about 
what to do with the pieces. As long as economics remains fundamental- 
ly a nonexperimental science, the unknowable will bulk large. 

Fourth and finally in conclusion, the dangers of substituting too 
much computer brawn for analysis should not be minimized. We may 
become overmechanized dinosaurs who ultimately will become extinct 
in an impenetrable underbrush of magnetic tape. But do not despair: 
there abound many statesmen to warn us lemmings marching to the 
computer room that we will drown in a sea of printout. 
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DISCUSSION 


Marc Nertove: On a previous occasion, before the advent of the 
Brookings-S.S.R.C. model, I was asked to comment on the state of the art 
of econometric model building. At the time I had the temerity to respond 
with a passage from Through the Looking Glass. Having elicited a certain 
amount of amusement then, I venture now to repeat the quotation: 

Wind tat bien mean. e signed ao Alice asked, hoping to cheer him up for the 
poor Knight seemed quite low spirited about it. . 

“Tt began with blotting paper,’ the Knight answered with a groan. 

“That wouldn’t be very nice. Pm afraid—.” 

“Not very nice alone,” he interrupted, quite eagerly: “but you’ve no idea what a differ- 
ence it makes mixing it with other things—such as gum powder and sealing-wax.” 

Now that I have tasted the delights of the upwards of 150 equations of the 
Brookings-S.S.R.C. model, I must hasten to assure you that, regardless of the 
merit of gun powder and sealing-wax, string and paper clips really do make a 
substantial difference! 

Were the new model a mere multiplication of equations, sectors, and sub- 
sectors, it might perhaps be dismissed with such a comment, but it is 
more—far more—than that. By bringing together the skills and knowledge of 
more than thirty experts and allowing each to explore intensively a relatively 
small segment of the overall model-to-be, Klein e¢ al. have created a model 
which is not only very large and complex in comparison with previous models 
but one which in certain areas exhibits remarkable ingenuity and which most 
assuredly has great potential utility in a variety of ways. It is a model, too, 
which raises serious methodological issues and problems of a magnitude which 
may approach those raised by Tinbergen’s pioneering League of Nations study 
of the United States economy. (As most of you know, it was Tinbergen’s 
work that led, via criticism by Haavelmo and others, to the development of 
simultaneous equations estimation techniques at the Cowles Commission after 
the second World War.) 

In economics, as in other sciences, we seek to understand the past so as 
better to predict and control the future. To this end it is necessary to marshal 
whatever data, statistical or otherwise, and whatever theory, intuition, or hy- 
potheses may be at hand into an internally consistent and manageable whole. 
In economics, where adequate data are frequently lacking, it is especially im- 
portant that the structure be such as to allow theory and intuition to play a 
major role. To the extent that econometric models of the Brookings-S.S.R.C. 
type or that contemporary economic history (such as that contained in Aaron 
Gordon’s Business Fluctuations or Harold Vatter’s The American Economy 
in the 1950s) are directed to this goal they are merely somewhat different 
ways of doing the same thing. From this viewpoint, it would appear that the 
specter of “structural change” which haunts econometricians is a red herring; 
that which is so called reflects nothing more than our lack of ability to for- 
mulate theories of past development consistent with available data or of 
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available data to support and confirm relevant theories. While no one would 
deny the existence of substantial problems of this sort, it is perhaps inaccu- 
rate to characterize the view of econometric model building as economic his- 
toriography as inherently pessimistic. Perhaps the most significant contribu- 
tion of econometric model building in general—and of the Brookings- 
S.S.R.C. endeavor in particular—is that the activity itself makes clear the 
limitations of both theory and available data and forces us to clear and rig- 
orous thinking about the theoretical framework imposed. Much of which is 
considered as structural change is, in fact, nothing more than shifts in the rel- 
ative importance of different sectors for good and sufficient economic reasons. 
The very size of the Brookings-S.S.R.C. model which permits a very 
significant increase in disaggregation is, thus, an important step in the exor- 
cism of structural change. I think it is clear, though not without exception, 
that the high degree of disaggregation of the Brookings-S.S.R.C. model has 
led on the whole to more economically meaningful relationships than have 
hitherto been incorporated in macroeconometric models; it remains to be 
seen, however, whether these relationships will prove more or less stable than 
the more aggregate incorporated in previous models, for it may be that aggre- 
gation is capable of concealing theoretical weakness, data limitations, or in- 
herent randomness, This is a point which Kuh rightly stresses. 

The concrete contributions of the Brookings-S.S.R.C. model to economic 
analysis and econometric methodology are numerous. In the present discus- 
sion I should like to call your attention to two areas which I found of special 
interest but which were not covered in the papers as presented: the Eisner- 
Jorgenson investment realization and anticipations sector and Fisher’s contri- 
butions to the development of appropriate estimation procedures for large- 
scale models. 

In the version of the model estimated in June, 1964, investment realiza- 
tions and plans are explained by four sets of two equations each. The four 
sets refer to durable and nondurable manufactures, regulated industries, and 
a residual category. Eisner’s investment realization equations attempt to ac- 
count for‘the relation between and difference between investment anticipa- 
tions and their realization. Previously anticipatory data had been used to mod- 
ify investment forecasts or, at best, as an exogenous variable in the invest- 
ment equations. Eisner’s equations explain why, on the basis of sales and 
profitability variables and some rather complicated lags, and by how much 
actual investment differs from plans laid two quarters ago. Jorgenson’s expla- 
nation of investment intentions in terms of user costs of capital and a compli- 
cated distributed lag structure resulting from technical delays between the 
conception and implementation of investment plans is one of the most inge- 
nious and original pieces of the model. The implications for both the theory of 
investment behavior and distributed lag analysis of all types are likely to be 
far-reaching. 

In comparison with previous models, the number of truly exogenous varia- 
bles (variables uncorrelated with current or past stochastic disturbances in 
the system’s equations) is relatively small in the Brookings-S.S.R.C. model. 
The main exogenous variables appear to be population variables (but not 
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marriages or labor force variables!), instruments of monetary control, and 
certain government expenditures. The number of lagged endogenous variables 
entering the model, however, is very large and exhibits an interesting struc- 
ture. Fisher has pointed out that the equations of the model may be grouped 
into sectors arranged in such a way that lagged endogenous variables of one 
sector appear as explanatory variables only in that sector and in lower sec- 
tors. Without going into excessive technical detail, it may be remarked that 
the great number of “predetermined” variables in the model as a whole pre- 
clude estimation by usual simultaneous equations techniques. Instead, Fisher 
suggests, as I understand it, an instrumental variable approach which makes 
ingenious use of the “block” structure of the model referred to, This proce- 
dure is as follows: All predetermined variables in a sector, exogenous as well 
as lagged endogenous, are used as instruments in the estimation of the equa- 
tions of that sector, but in addition sufficient current and lagged exogenous 
and endogenous variables from “higher” or causally prior sectors according to 
the block structure of the model, are introduced using ad hoc but sensible 
rules for deciding when to stop. By means of a two-stage least squares proce- 
dure certain linear combinations of these are then used together with the 
predetermined variables of the sector as instrumental variables in the final 
estimation. 

_ Such an approach has much to recommend it; however, the estimates so 
obtained will be very sensitive to the dynamic structure of the model, since 
this determines the block structure. And this it seems to me is a serious catch, 
for in a quarterly model the stochastic disturbances will surely be serially 
correlated in perhaps quite complicated ways. Since the estimates of the pa- 
rameters in any one sector—and indeed the division into causally ordered sec- 
tors in the first place—depend crucially on the assumed lag structure, any- 
thing which gives an erroneous view of that structure will tend to alter the 
estimates very substantially. Since the presence of serial correlation (which 
cannot be properly tested for in relationships involving lagged endogenous 


` variables) does just this, it follows that unless the lag structure is well deter- 


mined a priori the usefulness of the estimates is moot. A detailed examination 
of the various equations suggests, moreover, that for the most part the lag 
structure is generated in a largely empirical fashion. 

If it were possible to determine lag structures in large-scale quarterly mod- 
els in a theoretically acceptable empirical fashion and estimate the other param- 
eters of the model in a manner not falling afoul of the collinearity of the 
entire set of predetermined variables and do all this with the limited number 
of observations typically available in economics, then I should say the accom- 
plishment would be at least as great as that of the development of the origi- 
nal simultaneous equations methods. In this respect, at least, if not in others 
as well, the Brookings-S.S.R.C. model should stand, as does Tinbergen’s 
League of Nations model of the United States economy, a landmark in the 
development of econometrics. | 


R. A. Gorpon: Although the program does not announce this, it is clear 
what the planners of this session intended my role to be; namely, to offer a 
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noneconometrician’s reactions to this huge experiment in econometric re- 
search. It should be noted, however, that I am not a completely unprejudiced 
observer. As the first chairman of the S.S.R.C. Committee on Economic Sta- 
bility, under whose auspices this project was begun and carried to just short 
of its present stage, I played a small role in helping these model builders to 
get started in their undertaking. 

I should like to emphasize three characteristics of the Brookings-S.S.R.C. 
model. First is that it is based on quarterly, not annual, data; second is the 
extent of disaggregation; and third is the fact that a number of variables and 
relationships that are all too frequently excluded in theoretical and economet- 
ric models are here explicitly introduced, again with an unusual degree of 
disaggregation. 

I need not elaborate upon the value of a quarterly model for studying the 
dynamic characteristics of the American economy, particularly with respect to 
relatively short-run and cyclical behavior. I should like to emphasize even 
more the great advance that has been made in the extent of disaggregation. In 
the early years of model building, I think it is fair to say, many econometri- 
cians were overly optimistic as to what could be learned from highly aggregat- 
ed models. In my opinion, this is still too often true of those who construct 
theoretical models. Those who have worked on the new model are to be com- 
plimented on their attempts to disaggregate inventory and noninventory in- 
vestment, the very considerable detail with which they have treated the gov- 
ernment sector, their detailed treatment of employment-output relations, their 
intensive consideration of the agricultural sector, and their disaggregative ap- 
proach to price and wage behavior. 

The third feature of the new model to which I should like to call attention 
is its coverage of sectors and relationships which are all too frequently ne- 
glected in aggregative model building. The inclusion of a financial sector is 
one example; another is the detailed treatment of residential building, includ- 
ing consideration of demographic factors. I have already referred to the sepa- 
rate treatment of agriculture. More notable is the detailed treatment of prices 
and wages and of employment. Other examples could also be mentioned. 

Professor Kuh briefly evaluates the potential usefulness of the model, in 
something like its present form, for three possible classes of users: those in- 
terested in forecasting, those concerned with policy applications, and research 
workers who seek to gain further understanding of economic behavior. I agree 
with him that the new model will not immediately be of much help to those 
concerned chiefly with making aggregative forecasts. He may, however, un- 
derestimate the potential usefulness of the model, in all its interrelated parts, 
to policy-makers (even if the latter have not so far been inclined to make 
much use of such econometric help as has been available). But I think he is 
quite right that the model will be of greatest usefulness to a wide range of re- 
search workers concerned with many different aspects of economic structure 
and behavior. 

For the time being, I think the Brookings-S.S.R.C. model may well be a 
case in which the sum of the parts is greater than the whole. The set of equa- 
tions for each sector represents a piece of independent original research by a 
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specialist. Thus each segment of the model—whether concerned with invento- 
ry investment, foreign trade, aggregate income shares, the demand for cash, 
or something else-—can be the starting point for further research by those 
with a particular interest in these topics. And at the same time, all of the rest 
of the model is available to test for indirect effects and for the sources of 
change in the independent variables that are endogenous to the model. I 
have no doubt that the Brookings Institution and those directly in charge of 
the model will be glad to cooperate with other scholars who wish to pursue 
research along these lines. 

I should like now to pass on to a different point, one to which Professor 
Kuh has briefly alluded. Econometric research presumably represents a part- 
nership between theory stated in mathematical form and the study of actual 
data with the help of the best available statistical methods. But so far, while 
dynamic aggregative theorizing has posed important questions and offered a 
limited number of useful insights, the blunt fact of the matter is that pure 
theory has not yet advanced us very far in understanding the dynamic behav- 
ior of the American and other economies. As a result, econometric research 
in this area inevitably takes on a strongly pragmatic character. This pragmat- 
ic quality is found throughout the model we are discussing. Thus, if it turns 
out that liquid assets seem to influence consumer spending on services but not 
on durables, that is the way the regressions are left, whatever theory may say 
to the contrary. Clearly, an important line of inductive research is thus 
opened up—in which we can further test and refine our empirical relations 
while at the same time we seek to reformulate our theory to bring it into clos- 
er touch with what has been observed. The twain, of course, will never meet, 
but research of this sort should help to bring them closer together. 

Let me end on a word of caution. The model as a whole has not yet been 
really tested. In varying degrees, all of the regressions stand in need of fur- - 
ther work. In a good many cases, the standard errors associated with regres- 
sion coefficients are uncomfortably large. Certainly, as further work is done, 
various of the equations will have to be revamped to some degree. And we 
can be certain, also, that the mere passage of time will generate a variety of 
changes in parameters. In this connection, I should also like to cite Marc 
Nerlove’s comment that “econometric model building can be described as a 
way of writing economic history.” It is a quantitative way of writing history 
and omits much that cannot be readily quantified. One lesson to be learned 
from history is that “things change”—including the relationships described 
in an econometric model fitted to a particular economy in a particular time 
period. 

But granted all this, it seems to me that this model represents an important- 
step forward. It is an experiment that had to be tried. 


INVITED STUDENT DISSERTATIONS 
INCOME AND THE AGGREGATE ALLOCATION OF EFFORT* 


By Gorpon C. WINSTON 
Williams College 


This paper is an appeal for a more careful use of microeconomic in- 
sights in studies of the relationship between rates of income and the 
aggregate allocation of human effort to income acquisition or to lei- 
sure. Use of microeconomic models to study essentially macroeconomic 
relationships is justified by the convenient fact that smaller and more 
tractable descriptions of behavior embody a rough test of consistency 
with our own experience—a running exercise of intuitive empiricism. 
Where there are no significant aggregation problems, this use of micro 
theory is unexceptionable. But too often, such models ignore important 
difficulties that arise in moving from the analysis of an isolated indi- 
vidual to that of society. When these complications are suppressed, a 
simple extrapolation from the individual to society may lead to the use 
of inadequate data and an inappropriate model in the analysis of 
pressing macroeconomic questions. 

The allocation of effort to income and leisure is a case in point. 
Whether, as incomes increase, people typically will give more or less of 
their effort to income-producing activities is a question of quite central 
importance for fiscal and labor policy, for development planning, and, 
simply, for understanding growing economies, Yet the answer to this 
question has been sought in the restricted context of the single ideal- 
ized consumer of microeconomic analysis. 

The traditional formal theory of an isolated individual provides a 
quite useful point of departure for analyses of the allocation of effort, 
but it needs significant modification before it can represent the more 
general response of a typical member of a society. This paper presents 
the two most important of such modifications: (1) accommodation of 
a society’s ability to change its allocation of time to income acquisition 
either through changes in the average amount of time worked or 
through changes in its rate of labor force participation and (2) recog- 
nition that differential incomes within a society may produce a demon- 

* This paper reports, in part, on a dissertation submitted to the Department of Eco- 
nomics, Stanford University [25]. I received significant help and encouragement on that 
study from John Gurley, Kenneth Arrow, and, at an early stage, Hendrik Houthakker. 
For their critical reading of earlier drafts of the present paper, I want to thank Robinson 
Hollister, John Gurley, and John Power, Its preparation was supported by a grant from 


the Center for Development Economics, Williams College, and by the Research Center 
in Economic Growth, Stanford University. 
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stration effect that would seriously affect the applicability of conclu- 
sions based on cross-section observations on the response to changing 
incomes. i ; 

Since these developments of the formal theory do not remove the 
long-standing theoretical indeterminacy of people’s response to higher 
incomes, their purpose can only be that of guiding empirical study. 
While the present limitation on space keeps me from giving a complete 
description, I will include a brief, departing summary of the interna- 
tional cross-section study which this analysis supported [25]. 


I 


The traditional analysis of the allocation of effort is a straight- 
forward variant of commodity demand analysis [19] [8] [23] 
[17] [6]. Income, as generalized command over economic goods 
and services, is purchased with time. Leisure is the reservation demand 
for time. If an individual is a rational price-taker, is free to vary his 
allocation of effort, derives all income from the expenditure of effort, 
and if his indifference curves are normally convex and continuous, then 
he will maximize utility by choosing that combination of income and 
leisure at which the price of income in terms of effort (the inverse of 
the wage rate) equals the marginal rate of substitution of income for 
leisure. But an individual’s response to a change in the effort-price of 
income is indeterminate because both the level of income and the rela- 
tive price of income and leisure are changed. Income and substitution 
effects, in this case, pull in opposite directions. Students of the theory 
of income and leisure can only appeal to empirical study to remove 
that indeterminacy. 

The relationship to be discovered empirically is described by the 
slope of the price-consumption curve—the curve that shows, on any 
given preferences, the reallocation of time associated with a changing 
rate of income.* With time—as man’s ultimately constrained commod- 
ity—on the vertical axis and income on the horizontal axis of an 
indifference map, the sign of the slope of the price-consumption curve 
is opposite to that of the individual’s labor supply curve. A negatively 
sloped price-consumption curve (a “normal” labor supply curve) indi- 
cates dominance of the substitution effect. With such preferences as 
these, imposition of a proportional income tax on a previously untaxed 
individual would increase his consumption of leisure. On the other 
hand, a positively sloped price-consumption curve (a backward bend- 
ing labor supply curve) indicates dominance of the income 
effect—imposition of proportional taxation would increase work effort. 


*The existence of Income earned without the expenditure of effort does not modify the 
main points made in this paper; hence its consideration is omitted here. However, see [25]. 
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Any extension of this formal microanalysis to more than a single in- 
dividual invokes, as I shall, the fiction of an average response (in the 
Marshallian sense of representative)? But more fundamental 
differences exist between the analysis of an isolated individual and that 
of a society. 

II 


The first of these differences derives from the fact that societies are 
made up not only of workers but of those—like children, some women, 
and the aged—who do not allocate any time to income but, instead, de- 
pend for income on transfers from those who do. This recognition of 
interdependence, however, cannot be made simply by a footnote ref- 
erence to Samuelson’s conditions for household utility functions 
[21], followed by a return to the formal analysis of an isolated indi- 
vidual. In this case, interdependence means that a society, unlike a sin- 
gle individual, can vary its allocation of effort to income and leisure by 
changing how much time the “economically active” individuals allo- 
cate to income, by changing how many individuals are economically 
active, allocating any time to income acquisition, or by changing both. 

Surprisingly, in previous analyses of the allocation of effort to in- 
come and leisure, only Douglas [3] recognized (and then only implic- 
itly) that these two dimensions of the allocation of time enter the so- 
ciety’s response to higher incomes. Typically, the distinction between 
individual and household or social analysis has been slighted in both 
price [4] [14] and public finance theory [17]. 

The appropriate measure of a society’s allocation of time to income 
and leisure is easily stated. For an isolated individual, leisure is the re- 
sidual, 

(1) L= l — te 

where fo is the period during which flows are measured and #; is the 
time he allocates to income. For a society the same definition is applic- 
able. But in a society with a population P, the total amount of time 
available is Pé per period fo. The time allocated to the acquisition of 
income by all members of the society is the sum of all such individual 


P 

allocations, >> t;. The total leisure of the society; then, is the residual, 
iml 

total time available less total time worked, 


P 5 
(2) L, = Pte — } ti. 
imi 


If, out of the population of P, only A economically active individuals 


1The distribution assumption implicit in the use of an average response in demand 
analyses bears a heavy weight [9]. Therefore, the distribution of both p property income 
and effort-price have to be considered in a more thorough analysis [25]. 
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allocate any time to income, the P-A values of ¢; that equal zero can 
be eliminated. Then 


$ A 
(3) Lı = Ptp— } hi 
$ i=l 


A 
= Pi, — a| £n] A 


i=l 
= Pi,— At, 


where fw is the average amount of time allocated to income by those A 
economically active individuals. Finally, dividing both sides of (3) 
by population, gives average per capita leisure (Luc), 


(4) et rs 
sc — ro P . 


This is a measure of social leisure which is sensitive both (a) to 
changes in the average amount of time (tw) allocated to income by 
those who are economically active—the average work week (or year) 
—and (b) to changes in the proportion of the society (A/P) which is 
economically active—the participation rate. Only in the special case 
where all members of “the society” allocate some time to income ac- 
tivity—as in a labor union [1] [16]—does A equal P. Then (4) 
properly reduces to an individualistic statement of leisure for the 
representative individual.’ 


t This is a significant improvement over past definitions of social leisure, but it is still 
inadequate in dealing with three types of problems: 

First, it obscures an interesting question of the relationship between the two compo- 
nents of leisure as the effort-price of income varies. A representative man, responding to 
average values of per capita income and leisure, would have the utility function 


(9) U, = u( Yee, Lue); 


where F., is per capita income. If all income accrues from effort expenditure, the con- 
straint is 


(10) to = Lee + pear. 

Since per capita income is total income divided by population, we can substitute the identity 
(11) Fas = Atu/Pre 

and (10), rearranged, into (9) to yield 
(12) U, = u (Ate/Ppe, to — Ate/P). 


For any given effort-price and population, then, this representative individual will be in- 
different between all combinations of participation (A) and average allocation of time 
to income (#s) that leave their product (Ate) unchanged. Thus it is assumed that a 
society is insensitive to the form which leisure adjustments take in response to changes in 
the effort-price of income. 

Second, it draws too neat a separation between work and leisure, assuming that non- 
work is always leisure. While obviously inaccurate, this would be an empirically important 
issue only if there were a systematic relationship between the proportion of leisure time 
which adds to income (and to disutility) and the level or rate of income attained. There 
is little evidence to suggest that such a relationship exists. 

Finally, shorter hours and higher incomes may induce. increased participation either, as 


‘ 
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Thus, either of two methods of adjusting effort is available to a soci- 
ety and the allocation of effort to income and leisure will not be re- 
vealed through one of these components alone. A study like Long’s 
[12] which shows some stability of the participation rate during a 
significant rise in real per capita income, does not necessarily indicate 
that there is no systematic relationship between income and the alloca- 
_ tion of effort. It measures only the participation component, ignoring 
changes in the average amount of time allocated to income. Nor, as 
Scitovsky alleges [23], does a reduction of the average work week 

' with rising real per capita income, by itself, indicate a negative corre- 
lation between income and the allocation of effort to income. Together 
these facts would describe a society that gives less time to income ac- 
quisition as incomes increase—a society that has an “inelastic demand 
for income,” in Robbins’ terms. But neither one, alone, establishes 
such a relationship.‘ 


III 


The second modification of the formal microeconomic theory is re- 
quired by the possibility of demonstration elements in the consumption 
of income and leisure. To this point, income has been defined as a gen- 
eralized flow of purchasing power over economic goods and services. 
And it has been assumed that that was all it could represent. While 
this is the orthodox assumption underlying analyses of the allocation 
of effort, it gives an incomplete view since it ignores the fact that an 
individual’s income may give him something more than simple title to 
economic goods and services. Income may give him additions to (or 
subtractions from) satisfaction as a mark of social distinction (or em- 
barrassment) if it is an income that is high (or low) relative to those 
of other members of his society. Discussions in the general literature 
by Veblen [24], Pigou [18], Knight [10], and, most recently, 
Duesenberry [5] have emphasized the importance of an individual’s 
relative income as a determinant of the satisfactions he gets from in- 


Long has speculated, because a shorter work week allows wives both to discharge their 
duties at home and to enter the work force [12] or, as suggested to me by H. S. Houthak- 
ker, because, simply through greater division of labor, an increasingly complex. society 
may induce additional participation by offering a greater variety of occupations. These 
possibilities would give alternative explanations for the observed relationship between 
income and total work effort only if that relationship were positive. Since all available 
evidence indicates that it is negative [3] [2] [25], the desire for more leisure with higher 
incomes must have dominated these contrary effects. 

* Since this paper was written, Harberger has published an analysis of the differential 
effects of income and lump sum taxes on the allocation of time [27] that again points up 
the need to measure work and leisure in the manner described in this section. Harberger 
(a) estimated the elasticity of aggregate labor supply from hours data alone at the same 
time that he (b) pleaded for consideration of: “1. Longer vacations. ... 2. A higher inci- 
dence of early retirement. 3. Less labor force participation of women. . .” [27, p. 50]. 
All of these variables can be captured in the aggregate measure developed above. 
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come. Yet relative incomes have not been recognized as a possible 
influence on the allocation of effort to income or leisure. 

Harrod distinguished between “growing rich oligarchically” 
(through a higher differential income) and “growing rich democrati- 
cally” (through higher general incomes) [7]. This is a distinction 
that is central to analyses of the allocation of effort to income acquisi- 
tion or leisure, for it is the democratic response that is of primary im- 
portance to the aggregate questions of economic development, public 
finance, and the supply of labor. 

The influence of relative incomes on studies of the allocation of 
_ effort is evident if we define a demonstration effect as an increase in an 
individual’s valuation of income relative to leisure as his effort-price of 
income is increasingly different from the mean effort-price of his soci- 
ety. All that need be considered, for present purposes, is the increase 
in the relative valuation of income induced by effort-price differentials. 
But there might also be a consequent welfare effect that would, on an 
indifference map, shift the indifference curves laterally, toward the 
average income at the average effort-price. Thus the demonstration 
effect would imply that the status component of a lower (higher) 
differential effort-price not only changes the relative valuation of in- 
come and leisure, but also increases (decreases) the total satisfaction 
derived from any given combination of income and leisure. In the pres- 
ent context, though, it is enough to say that an individual susceptible 
to a demonstration effect will value income relatively more than leisure 
at any given effort-price if that effort-price is different from the aver- 
age prevailing in his society (to accept Duesenberry’s initial standard 
of comparison [5]). 

This definition implies, I think correctly, that the status element of 
a differential effort-price does not affect preferences for income and lei- 
sure symmetrically—that it is income rather than leisure through 
which the additional satisfactions of status and prestige are manifest- 
ed." But this definition of the demonstration effect breaks with earlier 
discussions in attributing additional (or reduced) satisfactions to 
differences in effort-prices (i.e., differences in rates of income) rather 
than differences in income levels. When, as is usual in such discussions 
of the status element of income, only the incomes of individuals within 
a given institutional setting are considered, the distinction between a 
demonstration effect defined on income levels and one defined on 
effort-price of income disappears if the amount of time the individual 
allocates to income acquisition is institutionally determined. In the ex- 

*Even Veblen’s “conspicuous leisure” was a result of, and not a substitute for, high 
income. “A life of leisure is the readiest and most conclusive evidence of pecai strength 

comfort? 


. . . provided always that the gentleman of leisure.can live in manifest case 
(italics mine) [24, p. 43]. 
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treme, the level of income is equal to the ratio of the (fixed) time 
worked and the effort-price. l 

This correspondence between effort-price and income level breaks 
down, however, when we consider those smaller segments of a society 
where individuals have the freedom to vary their allocation of time 
[2] or when we accept the fact that demonstration effects may be rel- 
evant between households, forcing recognition that the allocation of 
” effort to income acquisition can be varied through variations of hours 
or participation. These require a somewhat more careful specification 
of those differentials that give a status element to income since 
different individual (or family) levels of income may then be due ei- 
ther to simple differences in tastes for income and leisure that would 
appear even when all individuals faced a uniform effort-price for in- 
come or to differences in the effort-prices paid for income by different 
individuals. It is clearly more in keeping with the sense of the demon- 
stration effect, as it has traditionally been used, not to define it on 
differences in income levels that are due simply to nonuniform tastes, 
but, rather, to define it on differences in the effort-prices paid for in- 
come. 

The straightforward price-consumption curve that describes the re- 
sponse to changing effort-prices in formal micro theory must be 
modified by demonstration effects when this interdependence is accept- 
ed. If the status component of income is an increasing function of 
differential effort-prices of income, then the representative individual 
will have two different preference maps—hence two different price- 
consumption curves—depending on whether he considers his effort- 
price of income as varying along with the average for his society or, 
alternatively, he considers his effort-price as varying while the average 
paid by his society remains constant. 

In the first situation there would be no demonstration element 
affecting his preferences since, by assumption, there is no difference 
between his effort-price and that of the average to change his relative 
preferences for income and leisure. These preferences would describe, 
in Harrod’s phrase, the democratic response to changing income—the 
response to be expected with changes in the general level of income. 
-The price-consumption curve summarizing these preferences would be 
the same as that of the formal micro theory where demonstration ele- 
ments are assumed absent, a priori. It is shown as P-C of Figure 1. 

In the second situation, the representative man considers his effort- 
price as varying while the average for his society remains constant. 
Here an entirely different set of preferences would emerge. The status 
element of differential effort-prices would systematically increase the 
relative valuation of income as the individual’s effort-price differential 
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increased. On an indifference map, the indifference curves 
would—compared to those describing the democratic response—shift 
downward with the higher relative valuation of income as the effort- 
price differential increased, Such a shift of preferences is summarized 
in the curve P-Ca of Figure 1. It describes the response to changing 
individual effort-price of income alone while the average of the society 
remains constant. This is the oligarchical response. 

If the object of an empirical study is to discover the typical response 
to general changes in the effort-price of income without the intrusion 
of demonstration effects, the implication of Figure 1 is obvious. When 
demonstration effects influence the relative valuation of income and 
leisure, individuals facing either higher or lower than average effort- 
price for income will distort their allocation of time toward income rel- 
ative to that which would be optimal in the absence of income 
differentials. 

There is real danger, then, of drawing false inferences if the results 
from data reflecting demonstration elements are assumed to describe 
the typical response to change in the general level of income. A cross- 
section study of a community of individuals susceptible among them- 
selves to a demonstration effect of differential incomes could reveal a 
positive, negative, or insignificant correlation between the rate of in- 
come and the allocation of time to the acquisition of income. Yet with 
an increase in general rates of income, that same community (given 
constant distribution of effort-price differentials) could show strongly 
negative correlation between the rate of income and the allocation of 
effort to income. 
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This is a significant modification to the theory of the isolated indi- 
vidual, since it strongly recommends that empirical studies of the allo- 
cation of effort use data sufficiently aggregated that the likelihood of a 
demonstration effect between observations is minimal.* To be sure, 
when differential incomes increase the relative attractiveness of in- 
come, the average allocation of time to income observed in the aggre- 
gate data will be increased. But so long as there is neither an equally 
strong demonstration effect between aggregates nor a significant corre- 
lation between income and the strength of internal demonstration 
effects, aggregate data should be clearly superior to single society 
cross-section data as a source of information on the typical response to 
changing incomes. 


IV 


These, of course, are only two of a number of. differences between 
the formal microeconomic theory and the theoretical model necessary 
to discover the typical social allocation of effort revealed in aggregate 
data. In addition to the level and distribution of income (including 
property income) noted earlier, a more detailed specification of the rel- 
evant aggregate variables includes taxation and provision of govern- 
ment benefits [26], the structure of income payments, the influence 
of new products and institutions that change tastes for income and lei- 
sure, and the macroeconomic demand for effort—the supply of income. 

This larger analytical framework has been used to determine the re- 
lationship between ińcome and the allocation of effort to income acqui- 
sition or leisure that is revealed in international aggregate cross-sec- 
tion data [25]..The data most appropriate to the theoretical develop- 
- ment were those from eighteen countries that reported general hours of 
work, aggregate participation rates, and general wage rate or per capi- 
ta income level. It was deemed wise, however, to verify results from 
these fully aggregated data by using twenty-nine observations of man- 
ufacturing sector hours and wages as well as the alternative and more 
reliably reported participation rates for men aged twenty to sixty-four. 
Wherever possible, the analysis was based on averages of the variables 
over an eight-year period in the 1950's. 

The striking result from these data was that regression analysis in 


*Two other advantages of aggregate data are also worth noting, First, aggregate data are 
more likely to justify the assumption of freedom to vary effort. Work institutions may be 
assumed to respond to changing general preferences even while they severely constrain 
the expression of different individual preferences since the group may be able to change 
work institutions more readily than any individual could [23]. Second, aggregate data 
from international cross-section or over time embody a far wider range of values of the 
variables than do data from comparable segments of a society. The international cross- 
section study mentioned below [25, Chap. vi], for instance, used an income range of 
ae percent in contrast to a range of 87 percent in the Schoenberg and Douglas study 

22]. 
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both double-log and reciprocal form yielded a consistent and highly 
significant negative correlation between income and the allocation of 
effort to income acquisition. The international aggregate data indicate 
that, as rates and levels of income rise, societies systematically spend 
less of their time on income acquisition and more on leisure. Put in 
Robbins’ more precise terms, the effort-price elasticity of the demand 
for income was estimated from this sample (on the assumption of con- 
stant elasticity) to be —.86 to —.93. These elasticities are between zero 
and minus one at better than a 97.5 percent level of confidence. It 
should be noted, too, that these estimates are very close to those that 
appeared in Douglas’ analyses of U.S. time series data from single in- 
dustries [3]. 

These results, combined with analyses of time series data that are 
currently under way, will, I hope, remove the indeterminacy surround- 
ing the typical response to changing rates and levels of income. 
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AN ADAPTIVE PRODUCTION FUNCTION* 


By FERDINAND K. Levy 
Rice University 


I. Introduction 


It is well known that firms typically undertake a variety of activities, 
such as formal training, industrial engineering, and operations research 
programs, that are peripheral to their direct production processes. In 
general these techniques are used to increase the flow of a process’s 
value added and thus to make the process “more efficient” in the eyes 
of the entrepreneur. Without paying any attention to these activities, 
management scientists and economists have reported on the observed 
phenomenon of firm learning or manufacturing progress where the num- 
ber of direct labor hours needed to produce a unit of product decreases 
predictably as the firm gains experience in the production of the product. 
This is equivalent to saying, as before, that the firm’s rate of value 
added increases. 

It would seem reasonable to suppose that firm learning should be re- 
lated to these peripheral activities. If a firm expends resources in select- 
ing and training personnel for a given process, the process should be 
more efficient at the outset than with a lesser or nonexistent effort on 
personnel selection. Also a firm using operations research and industrial 
engineering methods on a given process would expect the process to 
become more efficient or to exhibit a faster rate of learning than without 
the use of these techniques. 

Economists have overlooked both the phenomenon of firm learning 
and the techniques by which the firm may influence its rate of learning 
in constructing production functions of firms. Typically these functions 
show the maximum rate of output measured in value-added terms that 
can be obtained from given rates of inputs. The efficiency level of the 
input factors is assumed to be invariant and their adaptation to one 
another and the process instantaneous and complete, so that the firm 
on selecting the rates of input for the various factors will begin and 
maintain its production at the maximum rate. This, of course, is at vari- 
ance with the phenomenon of learning and the application of techniques 
by firms to enhance production rates. 

The purpose then of this paper is to present a production function 

* This paper is based on my Ph.D. thesis submitted to Carnegie Institute of Technology. I 
am indebted to the members of my thesis committee, Professors H. A. Simon, W. W. Cooper, 
W. R. Dill, and L. A. Rapping, and to Professor R. D. Young, of Stanford, for their man 
helpful suggestions and criticisms that improved the study. Of course, I am fully responsib 
for any remaining errors. I am also grateful for the financial support provided me by the Office 


of Naval Research, the Graduate School of Industrial Administration at Carnegie Institute of 
Technology, and Stanford University from its Ford Foundation Funds. 
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of the firm that embraces the concept of firm learning and that is useful 
in relating the personnel, industrial engineering, and operations research 
programs carried on by the firm to learning. The function—termed the 
adaptive production function—will be shown to be capable of influenc- 
ing a firm’s input factors, employee training, and capital expansion 
decisions. Factors influencing the learning rate or the speed of adapta- 
tion of a firm to a given process will also be discussed along with some 
economic questions involving the relationships among training, learn- 
ing, and the labor supply function. 


Il. A New Type of Production Function 
Traditional learning functions are of the form 
hack® b>0 (1) 
where 1, is the number of direct labor hours required to produce the kth 
. unit of output and c is number of hours required to produce the first 


unit. If total production time is proportional to direct labor hours, the 
time # to produce x units would be given by 





2 ext ; 
te [artes = E (2) 
and the rate of output by 
de 2 és 
dt c 


Since b>0, a shortcoming of the function is that the rate of output can 
theoretically increase without bound as the firm gains experience in 
the manufacture of a particular product! Another shortcoming of this 
function is that it has no theoretical basis but is strictly an empirical 
phenomenon (see, for example, [2] and [4]). On the other hand, the 
typical microeconomic production function of the single product firm is 
usually written 


Ps JOs 02, Vs °° Dn), (4) 


where P is the rate of product output and v, m9, ---, 9a, the rates of 
input of the various factors. As noted above, in most economic models 
of the firm, production is assumed to commence and remain at the 
maximum rate given by the function.} 

To combine the concept of learning and the typical microeconomic 

‘ ; se ae : RE : 
dis Guigut at aa enre ectnbiny andl LAAL oxntaisacriatisleatiee Gime varie Tih eet 
able assumes the role of a shift parameter so that the function will exhibit “technical change’ 


or, perhaps, learning over time. Because it multiplies the function, this type of technical 
change is analogous to a simple scale factor. 
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production function into an adaptive production function, we begin by 
assuming that the firm on starting production of a new product chooses 
an economic production function similar to (4) based upon the engineer- 
ing constraints of the new process. This function may be one of the 
common forms of production function, e.g., Cobb-Douglas, CES, etc. 
However, we do not assume that the firm begins at the maximum rate 
of output P given by the function but at a lesser rate Q and adapts 
through learning toward the production rate P. That is, as the firm 
gains experience, it is able to increase Q, since employees learn their 
jobs better, employees are interchanged for better utilization of work- 
force, waste of final product is reduced, etc. 

We assume that the experience or stock of knowledge that the firm 


-has on a given process at a specific time can be summarized in the stock 


of product it has produced up to that time. Then as the firm produces 
more of a given product, it increases its experience on it and thus is able 
to come nearer to the desired rate of output P. We then denote the rate 
of output after q units have been produced by Q(q).? 

During the learning or adaptation period, we assume that 


Ql) < P. (5) 
Because improvement is assumed between the qth-and (q+ 1)st item, 
Q(q + 1) — Ql) 2 0. (6) 


If input rates are fixed, the maximum improvement after g units have 
been produced is P—Q(qg). Then the rate of adaptation (or synono- 
mously the rate of learning) exhibited by the firm or the process will 
be denoted wis p and defined by 
2G +) — O@ | 
P — Ql) 
We substitute the continuous approximation dQ(q)/dg for Q(g+1) 
—Q(q) in (7), solve the equation for Q(q), and obtain 
Ql) = P[1 — eto] . (8) 


where a is a constant of integration that is an indication of the initial 
efficiency of the process for 


Q(0) = Plt — e+]. (9) 

Thus Q(0) is an increasing function of a. 
Note that (8) is a typical production function with an adaptation 
term grafted on to it. The function, termed the adaptive production 


te output (output including spoilage) is proportional to time as in machine paced 
Pesca vps tae eager se the more familiar Q(). 


(7) 
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function, adequately describes the observed phenomenon of firm learn- 
ing for as the firm accumulates experience, i.e., q increases, the produc- 
tion rate approaches the desired rate P.? In addition it can easily be 
related to the programs carried out by the firm that affect learning 
since u, the rate of learning, certainly should be influenced by such 
variables as employee training and experience, the amount of prepro- 
duction planning done by the firm, etc. In a following section we shall 
discuss these variables at length; here we assume that these variables 
are exogenous of Q, denote them by Yı, ys, - > * , Ym SO that, formally 


B= g(y1, Ys) © * +) Ym). (10) 


Now, if we assume that g is at least twice differentiable, we can ex- 
pand (10) in a Taylor Series, drop all terms higher than first order, and 
obtain 


u = Bot >, BM (11) 
ded K 


Substituting the expression for » given by (11) in the adaptive produc- 
tion function (8) relates the production rate Q(g) to these factors. We 
can also relate these factors to the initial efficiency a in a similar man- 
ner.‘ 

With one exception, it can be shown that the profit maximizing firm 
upon using the adaptive production function will choose factor inputs 
so that, as in the standard theory, their marginal products are propor- 
tional to their prices for all sets of factors. The exception occurs when 
the quantity used of a particular factor decreases the rate of adap- 
tation u. In this case, less of that factor will be used at the outset of 
production by the profit maximizing firm and its usage will be increased 
as production continues.’ An obvious example of this is the labor 
input to a new process, for if the rate of adaptation is dependent upon 

3 It can easily be shown that (8) is an excellent approximation to the output rate given by 
the traditional learning curve formulation in (3) and in fact, it may be the true underlying 
function when (3) is fitted. For complete discussion of this, see Levy i]. : 

4 To see how these y; variables can be categorized, measured and used to estimate u and a, 
see Levy [7]. In the cases tried thus far, (8) has provided a good fit to the learning that firms 
achieve, and good estimates of how particular variables may affect the firm's learning rate and 
initial efficiency on a process have been obtained. 

‘If f; and f; are the marginal products of the ith and jth factors respectively, w; and wy 
their respective prices, A; is the coefficient of »;=+; in the expression for x [11], and v; does not 
affect u, then the profit maximization condition is given by, 

GJU — d) + pipeto (GU — ote) 
wy wy 


With decreasing returns to 9; in the expression for P assumed and £; <0, less of v; will be used 
than that given by the standard theory. However, as production continues, i.e., g increases, 
e~et approaches 0 and we obtain the usual profit maximizing condition: 


ft 
s wi wyj ` 
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the joint actions of a group of workers, we should expect it to be a 
decreasing function of the number of workers in the group. 

Finally, we note that if we assume the adaptive production function 
‘to be homogeneous in the factor inputs and to exhibit decreasing re- - 
turns to increases in factors beyond a certain point, then expressions 
for cost functions showing both rate and stock of output can be derived. 
These functions will show that increasing the rate of output with stock 
of output held constant increases costs at an increasing rate and increas- 
ing the stock of output with rate of output constant increases costs at a 
decreasing rate.* These results which can be derived from the adaptive 
function form the major assumptions of Alchian [1] and Hirshleifer [5] 
in their works on cost functions that exhibit learning, and thus they 
provide a more fundamental theory for their assumptions. 


Ill. Types of Firm Learning 


In the last section we postulated some factors denoted by 41, Ya, ++ +, 
Ym that were supposed to influence both the firm’s rate of learning (x) 
and initial efficiency (a) on a new process. To identify these factors we 
divide firm learning into three classes which we shall call planned or 
induced learning, random or exogenous learning, and autonomous learn- 
ing. l 

Planned or induced learning results from the firm’s allocating re- 
sources to activities that are designed to increase either a process’s ini- 
tial efficiency, its rate of output, or both. Before embarking upon a new 
process, a firm may build models or prototypes designed to identify 
difficulties that may occur during actual production. In doing this, the 
firm hopes to anticipate these difficulties and either to eliminate them 
or handle them quickly when they occur. The firm may expend re- 
sources for selecting, testing, and training the personnel to be used in 
the process, writing exact raw material specifications, and doing special 
tooling for the production run. These techniques carried on prior to 
production are called preplanning and are used to improve the process’s 
initial efficiency. We should also expect that the less the firm pre- 
planned, the more opportunity there would be for learning during the 
production run. Thus, we suggest that the amount of preplanning done 
by the firm is inversely related to its rate of adaptation and enhances 
its initial efficiency. 

Planned learning also occurs during the production run when the 
firm undertakes programs consisting of time and motion studies, the 
redesign of raw material specifications, the shuffling of work crews for 
more efficiency, etc. These activities, designed to speed the flow of 
product through the plant, are generally grouped under the title 


* For a deviation of the cost function and their properties, see Levy [7]. 
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“industrial engineering.” We assert the greater the amount of industrial 
engineering done on a specific process, the greater the rate of learning 
exhibited by the process. 

Some improvements in a particular process occur when the firm 
acquires information unexpectedly from its environment. Suppliers, 
competitors, customers, and government and trade publications often 
provide information that can speed production. Firms will take advan- 
tage of such knowledge when it occurs, but in general they cannot plan 
for all aspects of this type of improvement. For this reason we refer to 
this type of learning as random or exogenous learning. 

Employees usually become more adept at performing their assigned 
tasks as they gain experience in a new process. On man paced jobs, 
workers learn from experience as past performance and mistakes pro- 
vide hints directed toward increasing current output. In machine paced 
operations, the operators learn to correct run troubles more rapidly as 
the process becomes more familiar to them. Working in groups, em- 
ployees become more accustomed to each other’s actions and responses, 
and thus the group’s rate of output increases. We call the improvement 
due to this on-the-job training or learning of workers “autonomous 
learning.” 

Determinants of autonomous learning may include the employee’s 
general experience, specific experience on similar processes, sex, age, 
education, etc., when the process consists of jobs assigned to single 
workers or a group of workers in which there is a single key employee. 
In other group work where the output depends upon joint actions of 
all the people in the group, a weighted index of each person’s attributes 
may be a possible way of measuring the effect of a given attribute on 
the group’s autonomous learning. 

A further development along these lines might be used to distinguish 
between autonomous and planned learning. However, this distinction 
becomes quite fine when we consider that the firm may use incentive 
schemes, formal training programs, etc., to influence autonomous learn- 
ing. However, the effects of a training program should enhance the em- 
ployee’s initial efficiency and will generally reduce his rate of learning 
(or at least not affect it).’ Then- the effect is in the same direction as 
posited for preplanned learning, and so we need not be overly concerned 
with the practical infeasibility of forming all the distinctions our model 
implies. 

When the adaptive production function has been fitted with actual 
data, the above hypotheses about the direction of the effects of the types 
of activities carried out by firms on learning have been shown to be true 
in the situations studied. There should be little argument about the 
effects of industrial engineering and operations research techniques on 


1 For a discussion of the effects of pretask training on subsequent performance, see [11]. 
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learning, for the literature in these fields is replete with numerous ex- 
amples of how firms achieve cost savings® with these techniques. Sig- 
nificant variables in autonomous learning have been-found to be the 
size of work groups, workers’ sex, experience, and formal training for 
given jobs.® Moreover, in actual situations, it has been shown that the 
adaptive function is useful as a rough guide in budgeting and evaluating 
formal training for firms.® ~ l 


IV. Some Implications of the Adaptive Function 


One of the primary reasons given for the relative success of one of the 
country’s largest manufacturers. of computers is that it has the best 
“Software” to accompany its equipment. One interpretation of this is 
that the program languages and routines that are accessible to this 
particular company’s computers enable its purchasers to learn to use 
its equipment faster than that of its competitors. Thus even though all 
computers available to.a firm may theoretically have exactly the same 
capabilities, the firm will show a preference for that computer which 
is easiest to learn to use. 

However, if we look at the traditional economic theory which assumes 
instantaneous adaptation to new equipment, the firm should be indif- 
ferent among computers that sell at the same price and have the same 
capacity. Here, the demand by a firm for a specific type of capital, 
given that all other factors are fixed, is a function of the firm’s product 
price and the prices and marginal products of both the particular and 
competitive equipment. If the prices and marginal products are the same 
for all manufacturers, then theoretically the firm should not care which 
equipment it purchases. On the other hand, if we use the adaptive 
production function to derive a firm’s demand for a given piece of equip- 
ment, the equipment’s adaptation parameters » and a and those of 
competing equipment would also be included with the above listed vari- 
ables in the demand function. Formally, assuming all other factors fixed, 
we can write 


Dı = h(, fis Tih Bl, arl fs; 12, ba, as). (12) 


Then a firm’s demand for a particular piece of equipment (which we 
call type 1) is a function / of the firm’s product price p, the marginal 
product fı of Type 1 equipment assuming complete adaptation, ‘the 


* We have defined learning as increases in the rate of production. However, if output is 
measured in value added and if inputs are constant to a process, then increases in the rate of 
production are synonomous with reductions over time in the cost of producing a given volume 
ofi predic This cost decrease results from learning which reduces spoilage, produces better 

ing, etc. 
, ioi contains a complete discussion of the effeets of the variables discussed in this 


section in a variety of actual situations. 
Levy [7]. 
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price r, and adaptation parameters m and a, of Type 1, and the marginal 
product, price, and adaptation parameters of competing equipment, 








Type 2. 
We note that 
ôD ðD oD 
~ <0; s0 at So (13) 
or, Oni 0a1 
and hence 
or or 
—>0 and —->0, (14) 
Op 0a, 


Thus in our computer example, if we assume that n=ra, f= fa and that 
either m> p OF 41> 0, we would expect the firm to show a preference 
for the computer with the software (Type 1) that enhances learning. 
In addition, from (14) we also see that because of the faster adaptation 
to Type 1 equipment, the firm would be willing to pay more for it than 
competitive computers. Finally, we note that any capital manufactur- 
er’s expenditure on improvements that make its equipment easier to 
learn to use will enable it to charge a higher price for the equipment 
without any loss of sales. This is in contrast to the standard economic 
theory conclusion that a rise in price of its product (a leftward shift of 
its supply curve) results in less quantity demanded if its demand curve 
is negatively sloped. Here, because of the change in adaptation of the 
equipment, the demand curve facing the equipment supplier also shifts 
and may shift enough to compensate for the supplier’s rise in price. 

Moreover, if we consider both equipment replacement and capacity 
expansion decisions of firms and embed the adaptive production func- 
tion in this type of decision model, it is simple to show that adaptation 
plays an important role in determining both the type and timing of 
capital purchases by firms. In addition, when such models have been 
used with actual data, the costs associated with adaptation have been 
shown to be quite significant." 

The adaptive production function is also more useful than the stand- 
ard theory in explaining the relationships among labor training, wage 
rates, and employment by the firm. In the usual theory, the perfectly 
competitive firm will employ units of labor’? until the value of labor’s 
marginal product is equal to the wage rate given by the market.. When 
workers are given training external to the firm, as, for example, by the 
government, and are willing to work for the same wage rate as before, 
the labor supply curve to the industry will shift downward and to the 


“Fora omnea decision model of this type patterned after Smith [10] and -Manne [8] and 
fitted with actual data, see Levy [7]. 

1 Labor units here are equivalent to the notion of “efficiency units” described by. Robinson 
[9]. Thus one labor unit may refer to more or less than one worker. 
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right. Hence more labor units will be employed at a reduced wage per 
unit to the industry’s firms. 

Using the adaptive production function the individual firm’s demand 
for labor is obtained by solving | 


w 
fall ~ em (tna?) i 


p (15) 


where is the product price, w is the wage rate, and fz is labor’s mar- 
ginal product. If the firm continually produces the same product, the 
adaptation term approaches unity, and the demand for labor reduces 
to an expression equivalent to the standard theory. However, if the 
firms are job shops or firms where product runs have a limited dura- 
tion, the average rates of adaptation’ and the initial efficiencies of 
workers will influence the firm’s demand for labor. From (15), we note 
that in such cases we would expect less employment by the firm than 
that given by the usual analysis. Moreover, when training is added to 
the analysis, it will also affect the firm’s demand curve in addition to 
the industry labor supply curve. For if workers receive training that 
increases their efficiency, assuming complete adaptation, the training 
should enhance either or both their rates of learning and initial effi- 
ciencies. This will cause a rightward shift of the individual firm’s de- 
mand curve and thus a similar shift in the industry demand curve. 
Compared to the standard case, more labor units will be employed at a 
higher wage as long as the labor supply curve is upward sloping. In fact, 
the newly trained workers might be able to increase their wage rate 
without damaging employment as much as predicted by the usual the- 
ory. 

The issue of training is quite timely. Faced with widely spread struc- 
tural unemployment, the federal government has enacted the Man- 
power Development and Training Act (MDTA) which directs the gov- 
ernment to undertake training of the unemployed. An important ques- 
tion based on this Act is where and by whom should this training be 
given. As we shall see, the adaptive function sheds light on this ques- 
tion. 

Most of the training of workers carried on thus far under MDTA 
has been either at private or state supported vocational schools. The 
worker on completion of his course of study is then helped by the U.S. 
Employment Service to obtain a job in which he can apply his new 
trade. An obvious alternative to this is the government’s subsidizing 
of firms unwilling to train on their own to hire and train unskilled work- 

8 These are perhaps the more commonly occurring types of business. Some obvious examples 


are firms like automobile or aircraft manufacturers where model changes are the rule, garment 
and ‘needle trades, printing and packaging shops, machine shops and foundries, etc. 
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ers. In this manner the workers could simultaneously be trained and 
guaranteed a job.“ Which method is better as far as its effect on em- 
ployment and wage rates? l 

To answer this question, we first cite Becker’s distinction [3] between 
“firm specific” and general training. The former refers to training that 
raises a worker’s marginal product only in a given firm while the latter 
is defined as training that enhances the worker’s marginal product in all 
firms of a given industry. We next note that under the current federal 
legislation, workers are given general training for jobs that are poten- 
tially available while subsidization of in-plant training implies that 
workers will receive both general and firm specific training. 

To motivate our discussion of which is the better method, we assume 
that there are no economies and diseconomies of scale when the govern- 
ment gives general training; that is, the cost per worker of achieving a 
certain average level efficiency of a labor group is independent of the 
size of the group. We further assume that the government offers the fol- 
lowing plan to the firms in a given industry. Either the government will 
undertake the general training of potential workers as is now being done 
or it will subsidize individual firms to do their own training. Either 
training method would of course shift the labor supply curve to the 
industry. However, it would seem reasonable to suppose that by letting 
the firm preselect its workers and give them training on its own equip- 
ment, the combination of general and firm specific training would cause 
the labor supply curve to shift at least as far as any shift in the curve 
caused by the alternative general training alone. Moreover, we should 
expect that under firm specific training, the firm’s demand curve with 
adaptation should shift further than under general training for at a 
minimum, specific training should enhance the worker’s initial efficiency 
more than general training. Thus, it is easily seen that specific training 
given by firms will cause more employment of labor units at a higher 
wage per unit than general training. Further, if this training is selec- 
tively given to the more unskilled workers, employment should increase. 
Thus we conclude that the government would be well advised to offer 
the above option to firms. 


V. Summary 


We have introduced an adaptive production function which is useful 
in explaining the observed phenomenon of firm learning and the reasons 
firms carry on plant activities peripheral to direct production. We have 
discussed how firms learn and why the adaptive function has different 
implications from standard economic theory for firms’ decisions on 

H This in-plant subsidizing of worker training is in fact currently being done in newly 


built plants by some states, notably South Carolina and Massachusetts, as an inducement for 
firms to move their operations into the state. 
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capital purchases and the hiring and training of workers. Thus, hope- 
fully, the adaptive production function furnishes a step in the direction 
of making economics more useful for adjusting and describing the actual 


behavior of economic units. 
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TECHNICAL CHANGE, CAPITAL LONGEVITY, AND 
ECONOMIC GROWTH* 


By E. Paue Howrey 
Princeton University 


I. Introduction 


The specification of a criterion which may be used to determine the 
optimum longevity of capital in an economy has been the subject of 
some controversy in the literature. The contributions to the solution of 
this problem fall into two distinct categories. One approach to the prob- 
lem of determining the optimal longevity of capital emphasizes micro- 
economic criteria based on profit maximization or cost minimization 
[1] [2] [12] [14]. A second approach emphasizes macroeconomic cri- 
teria based on the impact of changes in the longevity of capital on the 
level and rate of growth of aggregate consumption and output [3] [4] 
[8] [9]. To the extent that economic policy is oriented toward the pre- 
vention or elimination of technological obsolescence, it is important to 
know the relationship between these two criteria.1 However, these two 
approaches to the problem of determining an optimal longevity of capi- 
tal have been developed more or less independently of one another with 
no consideration having been given to the possibility that these two 
approaches might lead to identical results. 

It is the purpose of this paper to determine within the context of a 
neoclassical growth model the conditions which must be satisfied in 
order for the micro- and macroeconomic criteria to lead to similar re- 
sults. In the next section a macroeconomic growth model is specified 
and the equilibrium properties of this model are described. In Sections , 
III and IV, respectively, the macroeconomic and microeconomic capital 
replacement criteria are explicitly derived. The implications for the life 
of capital of each of the two criteria are compared in the final section 
and the conditions which must be satisfied for their equivalence are de- 
veloped. 

* The study resulting in this paper was supported in part by a fellowship granted by the 
Ford Foundation and in part by the National Science Foundation. 

1 A related point which will become more apparent below is that it is important to know 
the relationship among the level and rate of growth of aggregate consumption and output, 
the longevity of capital, and the share of investment in output. Policies oriented toward the 
prevention or elimination of technological obsolescence may well have an impact on the share 
of investment in output and hence on the level and rate of growth of output. Conversely, 
pis oriented toward increasing the share of investment in output may well affect the 

ngevity of capital. 
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Il. A Neoclassical Macroeconomic Growth Model 


In order to develop the interrelationships among the rate of techni- 
cal progress, the life of capital, the share of investment in output, and 
the level and rate of growth of aggregate consumption and output, a 
well-known macroeconomic growth model is introduced in this section 
[7] [8] [9] [13]. It is assumed that two factors of production—capital 
and labor—cooperate to produce a single homogeneous output which 
may be used equally well for either consumption or capital accumula- 
tion. In addition the model is characterized by the following properties. 

a) Gross investment at time /is a constant fraction of output at time 
į and is assumed to embody the latest known production techniques at 
the time of its construction. In addition, capital is assumed to possess 
infinite durability and the only factor governing its removal from the 
production structure is obsolescence. 

b) The supply of labor is given by an autonomous pattern of exponen- 
tial growth and is assumed to be continuously fully employed. 

c) The capital-labor substitution possibilities at the time capital is 
constructed are given by a vintage-type Cobb-Douglas production 
function. After capital has been put into operation, fixed coefficients of 
production prevail and it is possible to alter the labor-capital ratio only 
by scrapping old capital and constructing new capital. 

Assumption (c) forms the basis of the synthesis of short-run fixed 
coefficients of production and long-run substitutability of the factors of 
production [6]. The output obtainable at time ¢ from vintage v capital, 
Q,(é), is assumed to be given by 


(2.1) Q(t) = AeRK, (NL a+b e1 


where K,(#) is the stock of capital constructed at time v and still in 
ee at time #, L,(#) is the labor operating vintage v capital at time 

t, wis the rate of organizational technical progress, A is the rate of em- 
bodied technical progress, a and b are, respectively, the elasticities of 
output with respect to capital and labor input, and A is a scale factor. 
At any instant żin time the possibilities for substituting capital for labor - 
are given by (2.1) with v=¢. However, after capital has been constructed 
the capital-labor ratio is assumed to be fixed. 

The equilibrium growth path of output to which these assumptions 
give rise may be developed in the following way. Suppose that output is 
expanding at a constant relative rate equal to.8. Since gross investment 
at time / is a constant fraction of gross output at time /, gross investment 
must also be expanding at the relative rate 8. Since capital is not subject 
to physical deterioration, capital constructed at time v and still in 
existence at time # is equal to the gross investment at time v sò that 
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(2.2) KÒ = I(s) = Ie 
where I(v) is gross investment at time v and J is the rate of gross invest- 


ment at time zero. If the age of the oldest capital in use is 6, then the 
total stock of physical productive capital in use at time # is given by 


(2.3) K(i) = MEL = Ig(8, Q12". 


In equation (2.3) the expression g(§, 0) is inserted as a shorthand expres- 
sion for B/(1—e7*). 

According to assumption (b), the labor force is growing exponentially 
and may be written as 


(2.4) LW) = Lent 
where L(t) is the supply of labor at time ż, L is the labor supply at time 
zero, and » is the relative rate of growth of the labor force. Letting L,(#) 


denote the labor which is working with vintage v capital at time é, the 
total labor force is also equal to 


(2.4) Li) = f Lh. 


Differentiating both (2.4) and (2.4) with respect to # and equating the 
results gives the equation 


(2.5) Lit) = nL + Lro(2). 


This equation states that the labor available at time ¢ to work with new 
capital is equal to the net growth in the labor force plus the labor re- 
leased from capital which is retired at time ¢. This result holds because 
of the assumption that the labor-capital ratio is fixed after capital is 
constructed. It is implicitly assumed that if any of the capital of a 
particular vintage is scrapped, then all of it will be scrapped. The equi- 
librium solution of (2.5) for the labor which operates vintage v capital is? 


(2.6) L(t) = Lg(n, dem. 


Equations (2.1), (2.2), and (2.6) may be combined with the following 
two equations to obtain an expression for total output at any given 
point in time in terms of the parameters of the model. 


(2.7) I(v) = sQ(v) 
(2.8) Of) = Í, Q:(t)dv 


* This equilibrium solution of (2. 5) is obtained by noting that Li-g() = Lia (t—8) paag 
this substitution in (2.5), the resultin Ti equation is af the form ORA Ki—0) 
with the equilibrium solution given in (2 
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Equation (2.7) states that the constant fraction s of output is devoted to 
investment at each point in time and (2.8) states that the total output 
at time ż is obtained by integrating over the output of all vintages of 
capital between ¢ and #—@. Using (2.1), (2.2), (2.6), (2. 7), and (2. 8) the 
equilibrium growth path in terms of the parameters is 


(2.9) OH = sl®AUlL o(n, Ogle, 01e 


where o=)\-+a8+ bn. 

The equilibrium growth path of this model possesses several interest- 
ing properties. The equilibrium rate of growth of aggregate output, 

=n+(u+n)/b, is independent of both the longevity of capital and the 
share of output devoted to gross investment. The growth rate is also 
invariant with respect to changes in the mix of technological progress. 
Regardless of whether technological change is of the embodied type, 
entirely of the organizational type, or some mixture of the two, the 
equilibrium rate of growth of output will be the same provided the level 
of technical progress (i.e., the sum of the two components) is the same 
in each case. On the other hand, the level of the equilibrium growth path 
depends critically on the investment ratio, the longevity of capital, and 
the mix of technological progress. These properties are such that this 
model provides a convenient framework within which to compare the 
macroeconomic capital replacement rule derived in the next section with 
the economic life of capital as determined by profit maximization.? 


III. Capital Accumulation and Replacement 


It has been shown above that the equilibrium rate of growth of out- 
put is independent of both the investment ratio and the longevity of 
capital. However, the equilibrium level of output does depend on both 
of these variables. These properties of the equilibrium growth path of 
output are utilized in this section to derive a capital replacement rule 
which must be satisfied in order for the level of the equilibrium consump- 
tion path to be a maximum. The longevity of capital which satisfies this 
rule will be referred to alternatively as the optimal longevity of capital 
or the optimal capital replacement period. In view of the similarity be- 
tween the capital replacement rule and the “Golden Rule of Accumula- 
tion” derived by Phelps [11] for a somewhat simpler growth model, it 
is of interest to compare the two mes within the context of the model 
of the preceding section. 

Consider first the determination ‘of an satiinal investment-output 
ratio or what has come to be called the “Golden Rule of Accumulation.” 

8 particular 
jeooo i that near sets of a bos the ieee of > capital and VAi o 


Tatio do not give rise to intersecting equilibrium growth of aggregate output and con- 
sumption. For a discussion of this and related points, it paths 5] and the references there cited. 
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Since consumption is equal to gross output less gross investment at 
each point in time, the maximization of the equilibrium growth path of 
consumption is equivalent to the maximization of 


(3.1) CO = 1 — 906) 


where Q(t) is given by (2.9). According to (2.9), the equilibrium level of 
output will be larger the larger is the investment ratio. However, with a 
larger investment ratio there is a smaller fraction of output available 
for consumption. Maximizing C(#) with respect to s leads to 


(3.2) 3=a4. 


This marginal condition states that the level of the equilibrium time 
path of consumption in this simple growth model will be maximized 
provided that the investment ratio is equal to the elasticity of output 
with respect to the capital stock. It is of interest to note that the golden 
rule of capital accumulation in this model is independent of the longevity 
of capital. Regardless of the prevailing longevity of capital, the golden 
rule states that the percentage of gross output which should be devoted 
to gross investment in order to maximize the equilibrium level of con- 
sumption is exactly the capital elasticity of output. 

Suppose now that the investment ratio is given and consider the prob- 
lem of determining the longevity of capital. With a given investment 
ratio, it is a matter of indifference as to whether the equilibrium level 
of consumption or the equilibrium level of output is maximized. In either 
case the optimal longevity of capital will be the same. For the purposes 
of exposition it is somewhat simpler to consider the problem of maxi- 
mizing the equilibrium growth path of output. Since total gross output 
at time ż is obtained by integrating over the output of all vintages of 
capital between ¢ and #—8, the change in output resulting from a change 
in the longevity of capital may be obtained by differentiating equation 
(2.8) with respect to 8. 


. 


(3.3) aQ()/30 = Q) + f_o. 


This expression for the rate of change of gross output with respect to a 
change in the longevity of capital expresses the fact that an increase in 
the longevity of capital increases output by adding an older vintage 
of capital to the production structure as represented by the first term 
on the right-hand side of (3.3). At the same time, as the second term on 
the right-hand side of (3.3) indicates, an increase in the longevity of 
capital decreases output because the output of all vintages of capital be- 
tween ¢ and ł+—9 is decreased. The reason for this is that as the capital of 
vintage t—0@ is added to the production structure, the labor required to 
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operate this vintage must be drawn from the capital of newer vintages. 
This reduces the labor left to work with newer vintage capital and hence 
decreases the output of the newer vintage capital. Simplification of (3.3) 
with the help of (2.1) gives 

1 agl) 

3.3 — < n glo, De — bgla, OE. 

(3.3’) 0 a8 glo, 8) gln, 0) 
When this equation is set equal to zero, the optimal capital replacement 
period, denoted by §, is obtained by solving 


(3.4) l glo, Qe — ne Ae = 0 


for 6. 

In order to gain a further understanding of the optimal capital re- 
placement period and the marginal condition by which it is determined, 
it is instructive to consider the way in which changes in the parameters 
of the model affect the optimal replacement period. This could be ac- 
complished by subjecting (3.4) to implicit differentiation. However, the 
same end can be achieved by working out a few numerical examples 
with plausible values substituted for the parameters. The results of these 
numerical examples are set out in Table 1. Various values of the rate of 
organizational technical progress (u), the rate of embodied technical 
progress (A), the rate of growth of the labor force (n), and the labor elas- 
ticity of output (b) have been assumed. From these values the equilib- 
rium rate of growth of output (8) and the optimal capital replacement 
period (8) have been derived. In addition, the average age of the capital 
stock (m(@)) and the equilibrium capital-output ratio (K/Q) correspond- 
ing to both the optimal capital replacement period and the optimal in- 
vestment quota have been calculated. 

By comparing the entries in lines two and three of Table 1, it is easy 
to see that the optimal capital replacement period and the labor elastic- 
ity of output vary inversely. Since the capital elasticity of output varies 
inversely with the labor elasticity of output, it follows that the optimal 
capital replacement period varies directly with the elasticity of output 


TABLE 1 
Tue OPTIMAL CAPITAL REPLACEMENT PERIOD 
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FIGURE 1 


EQUILIBRIUM CONSUMPTION TRACKS FOR DIFFERENT VALUES OF THE INVESTMENT RATIO, 
S, AND THE LONGEVITY OF CAPITAL, 0. 


with respect to capital input. By comparing lines three and four of 
Table 1, it follows that the optimal longevity of capital and the rate of 
growth of the labor force vary directly. Similar comparisons of the vari- 
ous entries in Table 1 show that the optimal capital replacement period 
varies inversely with both the rate of embodied technical progress and 
the rate of organizational technical progress. 

The basic argument of this section may be summarized very briefly by 
referring to Figure 1. In this figure time is measured on the horizontal 
axis and the logarithm of consumption at time ¢ is measured on the 
vertical axis. The parallel consumption tracks correspond to various 
pairs of values of the investment ratio and the longevity of capital. 
These consumption tracks are parallel because they have a common 
slope equal to the rate of growth of output. The highest attainable con- 
sumption track, labeled /nC(5, 6), is the consumption track which cor- 
responds to the optimal investment ratio and the optimal longevity of 
capital. All other possible consumption tracks are lower than this opti- 
mal track. Since the optimal investment ratio and the optimal longevity 
of capital are independently determined, these lower consumption 
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tracks correspond to nonoptimal values for either the investment ratio, 
the longevity of capital, or both. 


IV. The Economic Life of Capital 


Ain this section the problem of determining the economic life of capital 
within the context of the macroeconomic growth model set out in Sec- 
tion IT is considered. The volume of gross investment at each point in 
time is considered to be exogenously specified. However, the type of' 
capital which is constructed, that is, whether more or less labor is used 
in conjunction with this capital, and the period of time for which it will 
be operated are both considered to be endogenous variables. It is as- 
sumed that the type of capital which is constructed and the economic 
life of capital are both determined by maximizing total discounted 
profit. In order to determine discounted profit, it is necessary to intro- 
duce the wage rate and the interest rate explicitly into the analysis. The 
wage rate is assumed to adjust so that full employment is continuously 
maintained and the interest rate is assumed to adjust so as to annihilate 
any pure profit or loss. . > 

Let R,(é) denote the net return to vintage v capital at time #>v. Then 


(4.1) RW) = Q - WL 


where Q,(#) is the output of vintage v capital at time #, L,(é) is the labor 

required to operate vintage v capital at time #, and w(t) is the wage rate 

at time #. The return to vintage v capital at ‘any time is equal to the out- 

put less the operating cost at that time. Let r(#) denote the rate of in- 

terest at time t. The total discounted profit obtained from the operation 
_ of vintage v capital for 0 years is 


a | 
(4.2) Pl) =f R,(t) E(t, 2)dt — I(o). 


The function E(#, v)=exp [—/J,%(x)dx] represents the discount factor 
which. converts the net revenue of time #=v to its present value at time 
v. Total discounted profit is obtained by subtracting the initial cost of 
vintage v capital, I(»), from the total discounted net revenue obtained 
from this capital over its life. 

The type of capital which will be constructed at time » may be ob- 
tained by maximizing (4.2) with respect to L,(v) (=L,(#)). 


oH oH 
(4.3) f [80,()/aL, (| E(t, vjdi = f w(t) E(t, vjdi 


This condition states that the amount of labor which is used in conjunc- 
tion with vintage v capital will be increased up.to the point at which the 
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discounted marginal product of labor is equal to the discounted mar- 
ginal cost of labor. This condition is, of course, similar to the familiar 
condition that labor will be utilized up to the point at which the marginal 
product of labor is equal to the wage rate. In fact, (4.3) reduces to this 
condition if both the marginal product of labor working with vintage v 
capital and the wage rate are constant over time. 
Within the context of the simple growth model of the preceding sec- 
“tion equation (4.3) may be interpreted in another way. Once the in- 
terest rate and the longevity of capital are specified, the condition of 
continuous full employment of the labor force, (2.6), may be used to 
determine the amount of labor which is available to work with new 
, capital at each point in time. With L,(#) thus determined by equation 
(2.6), equation (4.3) may be interpreted as imposing a condition on the 
time path of the wage rate. Specifically, the wage rate must adjust so 
that the amount of labor demanded to work with capital of vintage 
v is equal to the amount of labor actually available to work with vintage 
v capital. In this way the equilibrium time path of the wage rate is deter- 
mined. 
The economic life of capital may be determined by maximizing total 
discounted profit with respect to capital longevity. Setting the partial 
derivative of (4.2) with respect to 6 equal to zero yields 


(4.4) Qs(o + 0) = w(o + 0) Lo + 0). 


This condition states that, in order to maximize profit, capital should 
be retained in the production structure only so long as the net revenue 
obtained from that capital is nonnegative. 

If the time path of the rate of interest is regarded as being exogenously 
determined, then equations (4.3), (4.4), and (2.6) may be solved simul- 
taneously for the equilibrium values of the time path of the wage rate 
and the economic life of capital which equilibrate the system. But if the 
rate of interest is exogenous, there is very likely to be a pure profit or 
loss resulting from the operation of capital. To preclude this possibility, 
the interest rate is assumed to adjust so that pure profits or losses are 
annihilated. This leads to the equilibrium condition 


(4.5) Pl) = 0. 


This condition simply states that the rate of interest adjusts so that the 
total discounted net revenue obtained from the operation of vintage v 
capital is equal to the initial cost of this capital. The three equilibrium 
conditions (4.3), (4.4), and (4.5) together with (2.6) simultaneously de- 
termine the equilibrium values of the wage rate, the interest rate, and 
the longevity of capital. 

It is possible to determine the general preperiss of the equilibrium 
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time paths of the wage and interest rates without actually solving this 
system of equations explicitly. It may be shown that for the uniform 
replacement period @ to persist over time, the equilibrium wage rate 
must be increasing over time at the relative rate A/b, where A is the 
sum of the relative rates of embodied and organizational technical 
change. In addition, the interest rate must be constant over time if the 
uniform replacement period 6 is to obtain. These two properties of the 
wage and interest rates may be used to simplify conditions (4.3)—(4.5). 
Substituting r(#)=r and w(t)=w(v)e4» into (4.3), performing the 
indicated integration, and solving for w(z) leads to 


(4.3’) w(v) = b[Qo(v)/Le(o) ]e(r — m, Ogli — (4/8), 6). 


If there were no technical progress in this model so that n= A=0, this 
equation would state that the wage rate is equal to the marginal product 
of labor at each point in time. However, since technical progress is pres- 
ent in this model, the wage rate is equal to the marginal product of labor 
multiplied by the factor g(r—y, 8)—'g(r—(A/B), 0). 
Substituting the value of the wage rate at time o+6, w(v+6) 
=w(v)e4*, into (4.4), and recalling that Q,(0+6)=Q.(v)e" and 
L,(v+6) =L,(v), the economic life of capital is obtained by solving 


(4.4) e = belr — u, g(r — (A/b), Be!” 


for 6. This simplified equilibrium condition which must be satisfied by 
the economic life of capital states that capital is retained in the produc- 
tion structure only so long as labor’s share in output is not greater than 
total output. Since labor’s relative share of vintage v output is increasing 
more rapidly than is vintage v output, a finite economic life will satisfy 
this condition. 

The third equilibrium condition, the zero profit condition, simplifies 
to 


OQa(o)gr — m, 6)? — wo) Le(v)g(r — (A/b), 8)~* = I0) 


when r(} =r and w(t)=w(v)e4™ are substituted into (4.5). Elim- 
inating the wage rate from this equation by substitution from (4.3’) 
and dividing both sides of the resulting expression by I(v) leads to 


(4.57 (a/s)g(o, g(r — u, DQ = 1. 


In this equation, s*g(e, 0) is the initial output-capital ratio, Q,(v)/I(»), 
of vintage v capital, a is vintage v capital’s relative share in the output 
which it produces at time v, and g(r—y, 0}— is the factor which converts 
the total output of vintage v capital over its life to its present value. 
This condition thus states that the total discounted return to each unit 
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of vintage v capital must be equal to the initial cost of each unit of 
vintage » capital which is, by definition, one. 

The formal problem of determining the economic life of capital within 
the context of the equilibrium growth model of Section IV has now 
been solved. By solving equations (4.3’)-(4.5’) simultaneously, the 
equilibrium economic life of capital may be obtained. Fortunately an 
, explicit solution of these equations is not required for the task at hand.‘ 
By comparing the equations which determine the economic life of capi- 
tal with that determining the optimal capital replacement period as 
described in the previous section, the conditions which must be satisfied 
for their equivalence may easily be determined. 


V. The Economic Life of Capital and the Crime 
Capital Replacement Period 


The optimal capital replacement period is obtained by solving 


(5.1) e7 = bg(n, 8)g(o, e 


for 6. The economic life of capital is obtained by solving (4.4’) for 6. 
Noting that p= 8—o and A/b=8—n, (4.4) may be rewritten as 


(5.2) ot = bg(r — B+ o, Ogir — B+ n, e. 


By comparing (5.1) and (5.2), the conditions under which the optimal 
capital replacement period and the economic life of capital coincide may 
be determined. 

By inspection a sufficient condition for the optimal ‘capital replace- 
ment period and the economic life of capital to coincide may be deter- 
mined. Equations (5.1) and (5.2) will be identical if the rate of interest 
is equal to the rate of growth of output. Thus 6=6 if r=. To determine 
whether this is also a necessary condition, suppose that @= 6. Then (5.1) 
and (5.2) together imply that 


g(x +o, 8) g(n, 6) a2 
g(x + n, 8)g(o, 8) 


where x is inserted in place of r—8. If x=0 is the only solution of this 
equation, then r=§ is not only a sufficient condition for 0 and @ to 
coincide; it is also a necessary condition. It may be shown that +=0 is 
in fact the only solution to (5.3) so that r=8 is both a necessary and a 
sufficient condition for 0=9. 

An alternative but equivalent condition for the equality of the optimal 


4 The existence of a solution to the set of equations (4.3)-(4.5) and comparative static 
roperties of this solution may be shown by an argument analogous to that of Phelps [9]. 


(5.3) 
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capital replacement period and the economic life of capital may be 
obtained from the zero profit condition. Substituting B—o for p in 
(4.5), this equation may be rewritten as 


(5.4) (a/s)g(c, g(r — B+, 8)? = 1. 


From this zero profit condition it follows that the rate of interest is equal 
to the rate of growth of output if the investment ratio is equal to a. 
Moreover, this equation asserts that the rate of interest is equal to the ` 
rate of growth only if the investment is equal to a. This means that the 
economic and optimal lives of capital coincide if and only if the invest- 
ment ratio is optimal. 

A third condition which is implicit in the preceding two may be ob- 
tained for the wage rate. Substituting from (2.1) and (2.6) for O,(v) and 
L,(v) in (4.3/), the full employment wage rate may be rewritten as 


(5.5) w(t) = (s/a)bs*/®AN g(a, 6)—1e(r — B + n, Be, 


Here the zero profit condition (4.5’) has been used to eliminate g(r—, 0) 
from (4.3’). The marginal product of labor at time ¢ within the context of 
the equilibrium growth model may be determined by differentiating 
(2.9) with respect to L(t). This leads to the expression 


(5.6) AQ(D)/AL(i) = bst!>A1*g(n, 8) g(o, 8)-NeeCA lO, 


Comparing (5.5) and (5.6), it is found that the full employment wage 
rate will be equal to the marginal product of labor if and only if the 
investment ratio is optimal and hence the interest rate is equal to the 
equilibrium rate of growth of output. Thus a third condition that 0= 8 
is that the full employment wage rate be equal to the marginal product 
of the total labor force. 


VI. Summary and Related Problems 


This paper has been devoted to an examination of two alternative 
capital replacement criteria which have been advanced in the literature 
as normative standards for mature economies. These two criteria were 
compared within the context of a growth model the operation of which 
may be summarized as follows. At any time there is a certain amount 
of labor available to work with new capital as determined by the net 
growth of the labor force and the retirement of old capital. There is also 
at any time a certain amount of new capital constructed as determined 
by the investment ratio and the level of output. It was required that the 
capital be constructed of such a type that full employment is continu- 
ously maintained. The equilibrium growth path of gross output was then 
determined by considering the investment ratio and the age at which 
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capital is retired as parameters, the values of which were specified from 
outside the model. i 

A macroeconomic replacement rule was derived by maximizing the 
level of the equilibrium growth path of consumption. For this growth 
model, the replacement rule was seen to be independent of the invest- 
ment-income ratio. A second criterion, profit maximization, was used 
to determine the economic life of capital. These two criteria were seen 

“to yield the same life of capital provided the rate of interest is equal to 
the rate of growth of output which in turn is true if and only if the 
investment-income ratio is optimal; i.e., the golden rule of accumulation 
is being followed. The introduction of profit maximization conditions 
into the macroeconomic growth model clearly establishes the interde- 
pendence of the economic life of capital and the investment-income 
ratio. 

This formulation of the problem discussed in this paper suggests two 
related questions. The first has to do with the magnitude which is being 
maximized—in this case, the level of the equilibrium growth path of con- 
sumption. It was repeatedly emphasized that this paper was concerned 
only with alternative equilibrium growth paths of output and consump- 
tion. Much more difficult problems arise in the process of comparing the 
dynamic time paths of these variables while in the process of moving 
from one equilibrium time path to another. In such cases the problem 
of evaluating intersecting time paths of the variables must be faced 
squarely. 

A second problem suggested by the discussion of this paper is con- 
cerned with the interrelationship of the investment-income ratio and 
the longevity of capital. Economic policies oriented toward increasing 
the rate of growth have been concerned with increasing the investment- 
income ratio. Very little thought has been given to the possibility that 

- policies which attempt to encourage an increase in the level of invest- 
ment may be more or less offset by an unforeseen change in the longevity 
of capital. In designing economic policies, both of these parameters must 
be kept in mind. 
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DISCUSSION 


Vincent F. Boran: Though they deal with widely separated’ subjects, the 
papers presented here have a great deal in common. Each author concerns 
himself with the modification of established empirically testable models, and 
each is preoccupied with the implications of his model for economic growth. 
In each paper great respect for theoretical foundations is demonstrated, and 
this is certainly a most healthy symptom in empirically-oriented work. How- 
ever, if any trend is discernible from this small sample, one might deplore the 
fashion which puts the best young minds to work testing the theories of 
others rather than developing theories of their own. This is especially so be- 
cause experience in economics, as well as in most other disciplines dependent 
on abstract reasoning, consistently indicates that really original theoretical 
work is almost a monopoly of youth. 

In Dr. Levy’s highly suggestive discussion of an adaptive production func- 
tion, some confusion arises in consideration of the implications of the function 
for employment policy. This confusion appears to be related to his use of 
Mrs. Robinson’s “efficiency units” for the measurement of labor inputs. (In 
fact, Dr. Levy’s unit appears more similar to Mrs. Robinson’s “corrected nat- 
ural unit”—a device which she very properly disowned in 1934.) The use of 
such a transformation begs certain essential questions and requires that a re- 
verse transformation be executed before the results of the analysis can be 
compared with the real world, Thus, the employment of “more labor units... 
at a reduced wage per unit” may well mean reduced employment in terms of 
natural labor units. In succeeding paragraphs, increases in both the supply 
schedule of labor and the demand schedule for labor are attributed to quality 
improvements resulting from training. The change in the supply schedule im- 
plies that labor is measured in terms of corrected or efficiency units, while the 
change in the demand schedule implies that the measurement is in natural 
units. In fact, the result of increased efficiency of labor, measured in natural 
units, is ambiguous. If demand for labor measured in terms of efficiency units 
is inelastic within a sector, the greater the increase in labor productivity the 
lower the level of employment. Increased efficiency of labor can cause tech- 
nological unemployment of labor as directly as can increased efficiency of 
capital. The distinction between increased efficiency of labor and increased 
efficiency of capital vanishes if we take a reasonably long view and regard 
capital as indirectly applied labor. 

Dr. Winston’s proposal to incorporate both the “participation rate” and 
the “average amount of time worked” into empirical studies of labor force 
data is obviously well worth while. It is certainly true that many empirical 
studies have concentrated entirely on participation rates, while textbooks 
place heavy emphasis on individual equilibrium. Thus the “backward rising” 
supply of labor deduced in the textbooks finds little empirical support in 
Long’s standard study of labor force data or in other similar work. Dr. Win- 
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ston’s summary of the empirical testing of his model indicates that he has 
provided some badly needed support for conventional theory. 

The model as it stands differentiates between marketed time and nonmar- 
keted time rather than between work and leisure. Therefore it does not pro- 
vide a real test of the conventional analysis of individual equilibrium. Dr. 
Winston justifies this approach by maintaining that there is “little evidence” 
of any “systematic relationship between the proportion of leisure time which 
adds to income and the level of income attained.” Real justification would re- 
quire contrary evidence rather than lack of evidence. While it may not be 
well quantified, there is some evidence of systematic withdrawal from subsis- 
tence agriculture at certain stages of development and of systematic move- 
ment of women into the “household sector” at other stages. Though develop- 
ment of adequate data would be difficult, studies which differentiate between 
all productive use of time and true leisure would be of great interest. 

The pattern of demonstration effects discussed by Dr. Winston seems to 
involve very peculiar psychological assumptions. For example, if the effort 
price of an individual’s services remained constant while the “normal” effort- 
price varied continuously from a level above that of the individual to one 
below it, the rate at which he would be willing to substitute leisure for income 
(the slope of the indifference curves) would first increase and then decrease. 
Movement in a uniform direction would seem more consistent, though one 
may do what one pleases with psychological assumptions. In Dr. Winston’s 
model, any distribution pattern increasing the degree of inequality of wages 
would also increase the supply of labor. 

The main conclusion of Dr. Howrey’s paper, that the life period of capital 
which maximizes the consumption flow will be attained under competitive 
market conditions if the interest rate is equal to the rate of growth in output, 
depends on the assumption that the production function is homogeneous of 
order one. While this assumption is mentioned in passing in one footnote, it is 
not introduced explicitly into the analysis. It enters implicitly in the substitu- 
tion of (Bn) for A/b in developing equation (5.2). If the possibility of 
increasing returns to scale is allowed, the result must be modified. 

. As a minor sidelight on Dr. Howrey’s paper, it may be mentioned that 
there is an alternative solution to equation (5.3), namely, n = c; that is, 
the growth in output which is not attributable to organizational ‘technical 
progress is measured entirely by the increase in the labor force. However, this 
solution is almost degenerate, as it implies that the marginal productivity of 
capital, as well as the rate of embodied technical progress, is zero. 


Hans Brems: Winston has shown us some of the pitfalls in aggregating 
individual supply-of-labor functions. But he hardly does justice to them by 
calling them “indeterminate.” Anyone willing to specify the form of Win- 
ston’s utility function may easily derive the individual’s supply-of-labor func- 
tion from it. For example, let the utility function be of the constant-elasticity- 
of-substitution type. Then an elasticity of substitution greater than one is the 
case of income and leisure being close substitutes, and the Hicksian substitu- 
tion effect will overwhelm the income effect: A reduction of the effort-price pe 
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of income will make the individual spend more time earning income. If the 
elasticity of substitution equals one, the substitution and income effects will 
cancel, and a reduction of pe will have no effects upon hours worked. Finally, 
an elasticity of substitution lying between zero and one is the case in which 
income is such a poor substitute for leisure that the income effect swamps the 
substitution effect. A reduction of p, will make the individual spend less time 
earning income. So there is no indeterminacy. But you do not get something 
for nothing: with no input of premises you do not get any output of conclu- 
sions, 

As for the positive part of Winston’s paper, I have two comments. First, it 
. is highly misleading to say that an increase in the relative valuation of in- 
come shifts the indifference curves downward. Part of any given indifference 
curve will shift downward; part will shift upward. It is better to say that the 
curve is tilted. Look at the simplest possible form of a utility function having 
positive and declining marginal utilities; i.e., the Cobb-Douglas form U = 
MY*IA, where « and ß are parameters lying between zero and one, and 
where M is a positive multiplicative factor depending upon the units of meas- 
urement. Here, a higher relative valuation of income manifests itself in a 
higher a and a lower @. As we know, the elasticity of an indifference curve 
derived from such a utility function is constant: 


dL Y a 


ay L B 


So in a double-logarithmic scale the indifference curves are a family of 
straight lines which are the steeper the higher a and the lower ĝ. My second 
comment on the positive part of Winston’s paper is a question: Why should 
the demonstration effect manifest itself precisely in a “higher relative valua- 
tion of income as the effort-price differential increases”? Winston seems to 
offer neither theoretical nor empirical evidence to this effect. 

Howrey’s paper is a member of the larger family of “vintage” growth mod- 
els and a member of the subfamily in which there is substitution between cap- 
ital and labor before the capital is in place, but none afterward. The subfami- 
ly descends from Leif Johansen’s April, 1959, and Massell’s April, 1962, pa- 
pers in Econometrica. In fact, Howrey’s first two parts, setting out the 
growth model and determining the socially optimal retirement age, exactly 
reproduce Massell’s paper. In such vintage models, within period v the whole 
economy produces one commodity. A fraction of the output of it is a flow 
consumed within period v. The rest is a stock of vintage v producers’ goods, 
set aside and added to the already existing stocks of previntage v producers’ 
goods. Producers’ goods of different vintage are different, so viciously speak- 
ing, food does not differ from machines, but machines of vintage v differ from 
machines of vintage v — 1. Perhaps a coming subfamily of the vintage models 
will abandon the one-commodity assumption and produce two goods: con- 
sumers’ goods and producers’ goods, This would make it possible to include 
qualitative growth; we consume not merely more goods but also better ones. 
It would also make possible a distinction between men operating the ma- 
chines and men building them. 
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Howrey’s last two parts—determining the privately optimal retirement age 

and the conditions under which it coincides with the ‘socially optimal 
` one—are new and highly welcome. To determine the privately optimal retire- 
ment age, Howrey introduces wage and interest rates parametric to the firm 
but variable to the economy. The time path of the wage rate is determined by 
the condition that it clears the labor market at all times. The time path of the 
interest rate is determined by the condition that at time v, the net worth of 
all capital of vintage v be zero. But another condition seems to be imposed by 
Howrey; i.e., that the interest rate be stationary. Otherwise, Howrey says, 
the uniform privately optimal retirement age will not obtain. One wonders if 
the stationary rate of interest is really a condition. Couldn’t it simply be a 
result? We know that in old-style Cobb-Douglas growth models with com- 
pletely disembodied technological progress a stationary interest rate was a re-. 
sult found by solving the model. We also know that in such models, the sta- 
tionary interest rate did not survive the abandonment of the Cobb-Douglas 
production function in favor of a constant-elasticity-of-substitution produc- 
tion function. Kendrick and Sato (in the December, 1963, A.Z.R.) found 
that the rate of return on capital would have fallen had the savings ratio been 
constant. Whether a condition or a result, the stationary interest rate in How- 
rey’s model might also not survive the next notch of generalization; e.g., the 
abandonment of the Cobb-Douglas production function. 

Howrey’s most important finding is that if the ratio of gross investment to 
output equals the elasticity of output with respect to capital input—if in 
other words the Golden Rule of Accumulation is followed—then and only 
then will the rate of growth equal the rate of interest, and the socially and 
privately optimal retirement age will coincide. Now Howrey’s model is a com- 
pletely aggregated, one-commodity model with technological progress. Almost 
thirty years ago, Von Neumann published his completely disaggregated 
growth model without any technological progress in it. In this model, too, the 
rate of growth of all process levels equaled the rate of interest. The equilibri- 
um rate of growth of all process levels was the rate of growth of the slowest 
growing commodity or commodities—commodities growing faster than that 
became free goods. The equilibrium rate of interest equaled the internal rate 
of return of the most profitable process or processes. Processes less profitable 
than that would remain unused. The similarity of results in two such striking- 
ly dissimilar models as Von Neumann’s and Howrey’s reminds us that we still 
are not done with our generalization job. 


Davip McCorp Wricut: These three papers are all econometric papers. 
They all suffer from the difficulties which the method, as such, has in com- 
ing to grips with the growing and, secondarily, the capitalist world. Space is 
lacking to review the larger issues, as in my “What Is the Economic System?” 
(Q.J.E., May, 1958). I concentrate, instead, on two practical issues. In any 
growing society, growth comes through change and causes change. There will 
necessarily be a constant change in the type of goods wanted and the methods 
of production used. The process of growth involves a constant revision and re- 
direction of the product mix. Our aggregative technique finds it hard even to 
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remember this, the essential, growth problem. Worse yet, the “constant revo- 
lutionizing of the means of production” causes men to’change their ideology 
and institutions, and these changes reflect back upon the performance of the 
aggregates, Reality consists both of objective economic forces and of cultural 
alteration. . 

Since the modern technique finds these partial, discontinuous, and cultural 

changes very difficult to handle, there.is a tendency either to throw out the 

, econometrics or to throw out reality. What to do? I do not suppose so radical 
a dilemma myself. Econometric models are useful as long as we remember the 
rest of the total pattern. What we must ask first is: Does the model bring out 
anything new? I mean, does it tell us of some really new principle at work? 
Second, does it point out some new field for practical research? Have we 
overlooked some real aspect of the problem? Finally, are the models and re- 
sults any good for prediction? Do they help in forecasting? 

I am obliged to say that I find these papers, judged by the principles given, 
rather disappointing. First comes Dr. Levy, who tells us, in essence, that the 
first hundred years are the hardest in training someone. The information is 
not very new. So far as the actual study is concerned, we merely have the rec- 
ord of one enterprise in a certain period. The real factors operating are the 
managerial and human relations techniques used in this special case. To use 
the “function” for prediction would require similar or “as good” techniques. 
The function as such is sterile. 

Next comes Dr. Winston who tells us that “keeping up with the Joneses” is 
important in determining how much a man will keep working as he gets wealth- 
ier. So far so good. But again this is scarcely news, and the crucial cultural 
and anthropological forces at work are not mentioned. 

Dr. Howrey’s paper despite its impressive expertise I find least satisfacto- 
ry. He asks why economies (countries) get out of date, and thinks it is be- 
cause replacement is not made soon enough. But even if replacement is made 
quickly, there might be forces like featherbedding, security sabotage, strikes, 
and so on that would force the use of obsolete—or not up-to-date meth- 
ods—even in the replacement. The whole problem of adjusting the pattern of 
production and the psychological resistances to change, which is the real force 
operating here, is completely ignored in Howrey’s smooth, one commodity, 
aggregative model. His work ignores so large a part of the problem that I do 
not see how any of his conclusions could be of the least practical relevance. 

Summarizing, these three papers show intelligence, hard work, and exper- 
tise of a narrow sort. But they are far from impressive. What is the 
difficulty? I believe the matter can best be summed up by a quote from a let- 
ter that came to me not long ago: “Our modern graduate students are more 
interested in solving mathematical puzzles than in studying the economic sys- 
tem as it really operates.” Reality is not a tidy sewing machine. It is both an- 
alytic and spontaneous. It is more important to be accurate—which means 
imprecise in many cases—than to be merely logically tidy but irrelevant. 





DEFENSE ECONOMICS: APPLYING 
ECONOMIC CRITERIA | 


USING COSTS TO SELECT WEAPONS 


By STEPHEN ENKE 
Institute for Defense Analyses 


Introduction 


Twenty years ago professional economists and military officers 
hardly spoke to one another—they were barely acquainted. When, in 
today’s Pentagon, generals and admirals do not speak to defense econo- 
mists, it is for quite another reason. For there has been something of 
an intellectual and administrative revolution in the interim, so that 
currently many economists make a significant contribution to selecting 
among rival weapon systems, costing alternative future force struc- 
tures, and so on. Partly because of security and inevitable cultural 
lags, most of our profession. remain unaware of what their colleagues 
have been doing within the Office of Secretary of Defense, at RAND, 
the Institute for Defense Analyses, and other nonprofit “think facto- 
ries.”* This paper attempts to describe all too briefly’ the evolution, 
accomplishments, and limitations of what have become known through- 
out the military establishment as “cost effectiveness studies.” 


Developing First Principles 


The first few economists arriving at RAND in the late 1940’s found 
operations analysts, aircraft and electronic engineers, plus some 
mathematicians, at work determining the “best” strategic bomber to 
recommend to the USAF for development and next generation use. 

The expected state of technological art that would be available over 


*The Center for Naval Analyses (then Operations Evaluation Group), a contractor 
of the U.S. Navy, established an economics division under the author’s direction in 1961}; 
it was subsequently expanded and improved by William B. Meckling. The Institute for 
Defense Analyses, a contractor of the Secretary of Defense, has a growing economics 
competence that was reorganized by the author from 1962-64 and is now under William 
A. Niskanen. The Research Analyses Corporation, a contractor of the U.S. Army, has 
an economics division directed by Robert Grosse. However, RAND has been preeminent 
in the area of defense economics since the arrival of Charles J. Hitch (now Comptroller 
of the Department of Defense), David Novick, and the author in 1948. Important con- 
tributors- to the theory of defense economics while at RAND were Armen A. Alchianu, 
Burton H. Klein, Alain C. Enthoven, Andrew W. Marshall, Jack Hirshliefer, Roland N. 
McKean, R. T. Nichols, Malcolm W. Hoag, Fred Hoffman, Donald Fort, and others too 
numerous to mention. Some of their Contributions appear in Economics of Defense in 
the Nuclear Age (Harvard Univ. Press, 1960). 
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the next few years had already been estimated by the engineers. With 
parametric studies—and using so-called “rubber” engines and air- 
frames—they “designed” in the computer alternative kinds of bomb- 
ers for the strategic mission. But this mission “job” was variously 
defined at first and the system constraints were often unclear. 

The USAF had by around 1950 a choice among a number of rather 
different next generation bombers. Some were turboprops, relatively 
slow and low flying, but with excellent payload-to-range possibilities; 
however these aircraft, although expected to have slightly better 
bombing accuracy from lower altitudes at slower speeds, were also ex- 
pected to be more vulnerable to “enemy” local and area defenses for 
the same reason. Alternatively, there were various turbojet designs, 
faster and higher flying, with presumably less bombing accuracy but 
also much less vulnerability. The earliest analyses assumed nuclear 
bombs of standard weight, size, and “bang.” The capabilities of area 
defenses and local defenses at targets were stipulated too. 

Sometimes the strategic job was defined in part as being the ex- 
pected destruction of a stated fraction of x targets, these latter being 
described in terms of size, physical vulnerability to overpressure, and 
penetration distance through enemy defended skies. 

The results of these strategic campaigns, fought in the computer, 
were found to be very sensitive to other facets of the problem’s 
definition. For instance, were the bombers of the strategic force to-be 
allowed only a single simultaneous strike, ör could they have a second 
strike if they survived the first, etc.? Were the nuclear bombs in fixed 
supply or was there an available nuclear bomb for every bomber tak- 
ing off? 

In any event, assuming for argument that multiple strikes are possi- 
ble but that the number of standard bombs available is constrainted, 
what criterion should be applied to determine the “best” kind of 
bomber to comprise a homogeneous strategic force in being? Is the 
best kind of bomber the one of which the minimum number will have 
to be bought for a force that will just do the stipulated job? Is the 
best bomber the kind that results in a force that will lose the least 
number of aircraft and hence crews to enemy action? Or is it the one 
that will do the job with the least number of nuclear bombs? 

The application of each criterion results not only in a different 
bomber of different performance being best, but a different number 
purchased and lost, different penetration tactics, different numbers of 
bombs required and used. 

For a long while there was no agreement as to what should be mini- 
mized in accomplishing the strategic job. Eventually an engineer sug- 
gested that the best bomber might be that which resulted in the ae 
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total weight of aircraft construction for the system—on the grounds 
that aircraft weight and construction costs supposedly covary. Some 
economist countered by suggesting that dollars be minimized 
specifically—and that dollars for keeping the force in being were as 
important over four to five years as dollars for acquiring it initially. 
Some other economist made a speech to the effect that dollars are really 
an alias for generalized resources when it comes to developing, procur- 
ing, and maintaining a future military force over a period of a decade 
or more, i 

In a crude sense, back at the old Broadway Building in Santa Moni- 
ca, that was how cost effectiveness, to result later in McNamara-Hitch 
“Program Packaging,” was born into the defense community. 


Establishing Use and Opportunity Casts 


Of course, even when developing a weapon system that will not go 
into operation for four years or more, there can be particular inputs to 
the system that have a value far greater than their costs of production. 
Back around 1950 the outstanding example was fissionable material_— 
U 258 and Pu 239. At that time even unofficial estimates of the na- 
tion’s nuclear stockpile suggested that lack of bombs rather than 
bombers was the most likely limitation. This meant that the economi- 
cal use and value of fissionable materials had to be examined. 

Variable Proportions and Nuclear Weapons. Some early bomber 
system studies had assumed that either there was a fixed supply of nu- 
clear materials available for the mission or that a bomb would some- 
how be made available for each bomber on take-off. These nuclear 
bombs were never costed into the bomber systems—there was no rea- 
son to do so when costs were not the criterion—and hence in effect 
they were treated as free goods. The economists quickly realized that 
application should be made of the principal of variable proportions; if 
targets destroyed was the output, the two main inputs were clearly 
fissionable materials and delivery vehicles.” 

In cases where the number of targets to be destroyed was not much 
smaller than the number of bombs presumably available, there was ob- 
viously a premium on getting the bomb to the release point near target. 
One way to accomplish this—but at rapidly increasing cost—was to 
design and build higher performance bombers. The other option was 
bomber quantity. One penetration tactic considered was to have sever- 
al empty decoy bombers “escorting” each bomb-carrying aircraft, 
serving to saturate the defenses and diverting defensive fire from the 
plane with the “egg.” 

Another way to change the nuclear materials to delivery vehicle 


*Seo Stephen Enke, “Some Economic Aspects of Fissionable Materials,” Q.J.E., May, 
1954, . 





° 


DEFENSE ECONOMICS 419 


ratio of the system was to increase the kiloton bang of each bomb by 
increasing its fissionable materials content. 

On investigating why the standard bombs assigned to the strategic 
mission had the bangs they did, it appeared that their specifications 
had been decided in no small way by an earlier operations analysis 
that treated delivery as free! Figuratively, these calculations had 
been made at the bomb release point, as though getting the bomb to 
the target area was no problem. Target physical vulnerability and air- 
crew bombing accuracy were thus almost the sole determinants of “op- 
timum” bomb yields and nuclear contents. Yet at that time the stra- 
tegic delivery system was costing over $5 billion a year and so was 
hardly free. 

Including delivery costs made it seem that a very different kind of 
bomb would be better, just as including the value of assigned atomic 
bombs made another kind of bomber seem best, because both inputs 
were scarce and could be varied in proportions.* 

Use Values and Production Costs of Fissionable Materials. Obvious- 
ly, once a complete systems analysis of a strategic or tactical force had 
been programmed for the computer, it was a simple matter to establish 

the rates of substitution between one marginal bomber and a marginal 
- kilogram of fissionable material (FM). And once the cost of acquiring 
and keeping a bomber was determined (see below), the use value of 
FM was revealed as the delivery costs it “saved.” And in the early 
1950’s the marginal use value of FM appeared to be several times 
larger than the AEC’s marginal cost of producing them—suggesting 
for example that the Oak Ridge gaseous diffusion plant should be oper- 
ated more intensively. 

Obviously the analysis was complicated by future uncertainties. Fis- 
sionable material stocks, unless used in war or for testing, grow every 
day. The delivery system—because of vehicle phase-outs—ordinarily 
does not grow as fast. Conceptually, in deciding optimum rates of FM 
production, one can estimate what annual rentals the Air Force, say, 
could pay for FM, imagine that the AEC receives these future rental 
streams, and suppose that the AEC then determines the present dis- 
counted capital value of its increments to the stockpile as a sort of 
marginal revenue. 

Even allowing for new users and new “‘uses—made possible by tech- 
nological advances in “packaging” FM into novel weapons—it was ob- 
vious by the early 1950’s that nuclear materials would be relatively far 

*This is what can happen when two independent agencies of the government—here 
the Department of Defense and the Atomic Energy Commission—each suboptimizes on 
its own output in isolation. To each the input provided by the other appeared as a free 
good. Yet no one in the federal government below the Executive Office of the President 


could officially take action, and in the end a Special Assistant to the President had to be 
invoked. 
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less scarce a decade later. Given the inventory accumulations possible 
from AEC production facilities then in being, the problem was how to 
have larger stockpiles than would otherwise exist over say the next five 
years only. There was hence a premium on operating existing plants 
more intensively and expensively, rather than on building new plants 
that would have to cut back production later (as some have since 
done).* 

Substitution Values in Two Uses. In the earliest days the strategic 
mission had exclusive claim upon the national stockpile of fissionable 
materials. However, if a small assignment of extra U 258 and/or Pu 
239 could save many millions of dollars for delivery aircraft and crews 
otherwise needed for that mission, presumably there were also delivery 
system cost savings attainable from introducing nuclear weapons into 
tactical and other missions. Hence an urgent question in the early 
1950’s was whether some of the tactical air squadrons assigned to 
NATO should not be equipped with small yield nuclear weapons. 

One resultant analysis estimated the marginal values in dollars of x 
kilograms of FM as a substitute for strategic bombers (in the strategic 
mission) and as a substitute for tactical bombers (in the tactical mis- 
sion). Not very surprisingly, when the absolute assignment of FM was 
zero for tactical and all for strategic uses, the marginal value of nu- 
clear weapon materials was much higher in the former use than the lat- 
ter. The moral, of course, was that the nuclear stockpile needed to be 
reconstituted in part, with some new type weapons being reserved for 
tactical air missions in NATO. 

(Economics instructors may be pleased to know that these demon- 
strations to senior generals that resources were being malallocated 
stressed Edgeworth-type box diagrams. The back-to-back curves were 
isoquants, showing numbers of strategic and tactical targets destroyed 
respectively, with a contract curve passing through their points of tan- 
gency. The then-current allocations of aircraft and “nukes” were not 
on the contract curve but at a corner of the box!) 

Costing Military Systems 

Application of cost effectiveness criteria and the imputing of values 
to inputs having higher marginal use values than average production 
costs (e.g., fissionable materials) obviously first required the costing of 
alternative and hypothetical delivery systems. It was found that these 
future systems could best be costed in terms of the military organiza- 


‘It is amusing to remember the rather mixed reception some of the AEC Commis- 
sioners gave these ideas of some of RAND’s youthful economists; at one stage the ìn- 
ea support of J. von Neumann, then still a consultant to the AEC, proved most 

elpful 

*A subsequent Supreme Commander of NATO was among those who thus learned 
about “contract curves.” 
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tions that would use them in peacetime. This meant costing future B- 
47 systems by B-47 wings for instance. 

However, the early RAND economists quickly discovered to their 
chagrin that the Air Force did not maintain cost data in such a form 
that one could readily ‘“‘cost-out” a B-47 wing, for example. As in other 
military services at that time, costs were aggregated by object line 
items, giving actual or predicted disbursements for pay and allow- 
ances, ground support equipment, maintenance, POL, etc. Thus de- 
tailed estimates had to be made for instance of how much a B-47 wing 
per se would generate costs for pay and allowances, ground support 
equipment, maintenance, POL, etc. It was also necessary to estimate 
the cost of land, buildings, and other facilities used by operational Air 
Force units. And last but not least, the initial procurement cost of air- 
craft and spares had to be estimated, even though not yet in produc- 
tion. Thus.most Air Force expenditure data, better to estimate future 
weapon system costs, had to be recast into “two dimensional” ac- 
counts, with object costs shown in rows and Air Force organization 
costs shown in columns. 

These estimated costs of future weapons systems, aggregated by 
wings, distinguished between initial acquisition costs and annual oper- 
ating costs. Originally, the acquisition cost was estimated as though 
the entire wing, with all it equipment and facilities, were purchased 
new. No allowance, in other words, was made for base facilities inher- 
ited from preceding systems (e.g., B-36 wings) being phased-out, and 
no salvage value was credited a new system for the assets it in turn 
might bequeath in another ten years perhaps to is successor. In later 
comparisons, as between rival strategic missile and aircraft systems, 
this clearly was not good enough. (Today, in the Pentagon, account is 
taken so far as possible of inherited and bequeathed assets.) 

These evolutionary cost studies of the RAND Cost Department 
were an essential part of all cost effectiveness analyses conducted in 
Santa Monica.’ 

The military organizations costed—Strategic Air Command bomber 
wings and Air Defense Command interceptor squadrons, for example 
—had “outputs” in wartime that could be approximately measured 
and missions that related rather obviously to national objectives. In 
fact, this fortunate combination of circumstances was and is peculiarly 
true of most Air Force activities. Unfortunately for the analyst, many 
Army and Navy missions or outputs are often harder to define. 

The Head of the Cost Analysis Department at RAND was and is David Novick. 
Other notable contributors to the art and practice of costing have been Gene Fisher, 
Harold Asher, and Robert Grosse. Novick and Grosse played an important role in in- 


treducing rather similar methods of costing into the Department of Defense in 1961 and 
immediately thereafter. 
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Bases and Logistics 


The increasing capability of the Soviet Union to attack our strategic 
forces on the ground, which became apparent to most planners by the 
second half of the 1950’s, again stressed the importance of the cost 
effectiveness approach. 

Understandably, there were some interests anxious to have the 
USAF procure a large number of intercontinental ballistic missiles 
(ICBM’s), even though they were extremely vulnerable to enemy ac- 
tion if, deployed unprotected on the surface. And yet every study that 
included probable losses on the ground from enemy action demon- 
strated that more targets could be destroyed in the Soviet Union, for a 
hypothetical U.S. budget, if most of these funds were devoted to hard- 
ened subterranean silos and only a small fraction of them to ICBM’s 
themselves. After all, given a budget, the job was not to maximize mis- 
siles deployed but expected targets destroyed." 

Concern about vulnerability led to examination of dispersal, mobili- 
ty, and hardening, as means of preserving most of our strategic missile 
and bomber forces. Both dispersal and mobility, if practiced to any ex- 
treme, occasion novel and costly logistics problems. It is difficult to 
pool maintenance facilities and spare part stocks when missile silos are 
widely dispersed, for example. 

Accordingly, starting in the mid-fifties, cost effectiveness and margi- 
nal analysis were applied to Air Force logistics. It was soon discovered 
that there were many expenditure alternatives. To attain a given num- 
ber of combat ready missiles it was found economical to some extent to 
have more missiles and a lower in-commission rate. And it was learned 
that a given in-commission rate could be achieved at minimum cost 
only by a careful marginal allocation of resources for on-site equip- 
ment, technicians, and spares as against centralized stockage and 
maintenance facilities. 

These and other logistics studies also revealed that the support sys- 
tem for any given weapon had to be examined as a whole. Attempts at 
analytic factoring, considering ways to minimize transportation cost 
for instance, almost invariably were found to increase costs elsewhere 
in the system by more than the subsector savings. This is probably one 
reason why useful economic analyses of support systems had to wait 
for so long.® 

TIn this connection the country owes much to Albert Wohlstetter and his team, who 
were the first to stress ways of reducing the on-ground vulnerability of SAC. 

*The RAND Logistics Department was organized in 1953 by the author, and some of 


its work has been described in “An Economist Looks at Air Force Logistics,” Rev. of 
Econ. and Statis., Aug., 1958. 
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Pentagon Cost/Benefit Analyses Today 


The year 1961 marked the first official adoption within the Depart- 
ment of Defense (DOD) of costing methods and analytic practices 
roughly similar to those evolved during more than a decade under 
Project RAND. This was largely the accomplishment of Charles J. 
Hitch, who became Comptroller of the DOD under Secretary McNa- 
mara in January. This extension and formalization of cost effectiveness 
methodology, together with “two dimensional” accounts, revealed var- 
ious new problems that have mostly been overcome. 

In a sense the Department of Defense, with its military service de- 
partments, can be viewed as a giant and complex firm comprising num- 
erous program “elements” that generate costs and benefits. Ideally, a 
program element is an activity combining men, equipment, and instal- 
lations, usually undertaken by a single military service, whose effec- 
tiveness can be measured and which relates clearly to national security 
objectives. Thus infantry divisions, Polaris-equipped submarines, and 
tactical fighter aircraft are each treated as an element. 

Ordinarily each element comprises a recognizable military organiza- 
tion. Hence these elements can be costed once a DOD system has been 
established for reaggregating existing cost data by organization. This 
was done for most of the military establishment during 1961-62 for the 
first time. 

With certain limits, as outlined below, costing most of the military 
establishment by program elements permits several important ad- 
vances in defense management. Where two elements have roughly the 
same kind of outputs, they can be compared for cost effectiveness, and 
one element (or system) may then show a marked superiority in out- 
put per million dollars. Or economies of scale may dictate the selection 
of one system and rejection of a rival, even though in cost effectiveness 
terms they are equivalent. Of course alternative elements (or systems ) 
that compete in this manner not infrequently belong to different mili- 
tary services, and this explains much of the antipathy towards “whiz 
kid” economists occasionally exhibited by senior military officers. 

Perhaps more important, where different and complementary pro- 
gram elements have measurable outputs that relate to the same nation- 
al objective (e.g., defense of the U.S. from air attack), they can be 
grouped into a program package. It is then easier for top policy-makers 
to reach major budget reallocations between packages of elements, 
such as the packages of Strategic Retaliatory Forces, Continental Air 
and Missile Defense Forces, and Airlift and Sealift Forces. As the in- 
ternational situation changes, bringing new threats to the national se- 
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curity, the next annual Department of Defense budget can Ebel take 
them into account. $ 


Some Practical Problems 


There can be little rational dispute as to the advantages of applying 
cost effectiveness analyses to force structure programming. The real 
argument concerns the degree to which such methods can properly be 
applied. Many senior officers have protested that cost effectiveness 
comparisons among rival elements (systems) are often invalid because 
the systems are incomparable for one or more reasons. 

First, the employment of otherwise comparable weapon systems 
may be too different for their selection or rejection on the basis of out- 
put per dollar. For example, Polaris-equipped submarines and B-52 
bombers can both attack strategic targets; their system outputs are 
more or less measurable in targets destroyed, so their effectiveness 
might seem comparable on the basis of cost. But B-52 bombers are 


‘ vulnerable on their bases to enemy attack in a way that Polaris mis- 


siles submerged below the water are not; bombers can be recalled prior 
to penetration in a way that ballistic missiles cannot; and manned 
bombers may be capable of a limited reconnaissance that intercontinen- 
tal missiles are not. These differences are enough to give each system a 
comparative advantage against certain targets at certain stages of all- 
out war. Some critics argue that, given these differences, cost effective- 
ness comparisons cannot be conclusive. (The rejoinder of course is 
that cost effectiveness calculations in such a case are only one of many 
considerations in making a decision.) 

Second, some systems are multipurpose with more than one military 
“output,” and customarily these make a poor cost effectiveness show- 
ing when compared against a system designed exclusively for one of 
these purposes. For example, carrier based aircraft can perform many 
limited war missions that locally land based aircraft can accomplish, 
but the former can also be used in naval engagement far at sea and for 
blockading distant enemy coastlines. How can a cost effectiveness 
study give credit to naval air forces for such by-product outputs? It is 
difficult. Hence elements having overlapping outputs often cannot be 
compared according to cost effectiveness with much validity, except in 
cases where incremental units of some one element cause significant 
additions to only one kind of output. 
- Third, some program elements have no obviously measurable output, 

° The procedures of the current programming system have been described by Alain C. 
Enthoven, “Economic Analysis in the Department of Defense,” AER., May, 1963, pp. 
413-23. Basically, the Office of Secretary of Defense establishes a Five Year Force Struc- 
ture and Financial Plan each year for the guidance of the military (service) departments 


in preparing their annual budgets. The services then translate the approved five-year piss 
into requests for appropriations by object classes. 
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and this is especially true of general purpose naval and ground forces 
primarily intended for nonnuclear operations in overseas theaters. 
Does one measure the activity of an infantry division in terms of am- 
munition fired, additional terrain secured, or enemy personnel killed, 
for instance? Is the output of fleet destroyer escorts the number of 
submarines destroyed, or submarines thwarted from attacking, or es- 
corted ships not torpedoed per unit time? Where an element has no 
useful measurable output, it is clear that cost effectiveness compari- 
sons are hardly feasible. The best that can then be done, if the effec- 
tiveness of rival systems can be made subjectively the same by varying 
their size or number, is to ascertain which would be cheapest. 

Nevertheless, although cost effectiveness assessments cannot be 
made of all elements, it is possible to classify the costs of almost the 
entire military establishment by program elements. And this recasting 
of the DOD’s accounts makes better management possible. There is an 
analogy here between the Secretary of Defense and a householder. 
They are both purchasing a variety of goods and services that provide 
different benefits, many of which benefits are hardly measurable. But 
this does not mean they have no interest in knowing what these items 
will cost. Previously, while the costs of major items of equipment (e.g., 
Army tanks) were estimated for programming purposes, the future 
costs of the organizations that would operate them (e.g., armored divi- 
sions) were not routinely ascertained. Top policy-makers now at least 
have some specific costs by “elements” upon which they can bring sub- 
jective judgment to bear. 


Some Further Refinements 


The art of defense economics is still an evolving one and a brief in- 
dication should be given of the kinds of refinement that are possible. 

Rate of Discount. Rival systems can have very different service 
lives. Sometimes one of two competing systems involves much higher 
initial costs but much lower operating costs subsequently. For exam- 
ple, a nuclear powered naval ship “saves” bunker fuel purchases later. 
In such cases a rate of discount is needed to obtain comparable present 
values. Some people feel that this discount rate should reflect the pro- 
ductivity of privately-invested capital; others feel it should be the in- 
terest rate that the federal government pays on its debts, although in 
practice federal budget constraints often result in much higher implicit 
rates of time preference around November.*° 

Better “Dynamic” Costing. The DOD Comptroller’s office, in mak- 
ing financial plans for the future, only considers incremental costs gen- 

*The Pentagon practice of taking five years’ operating costs without discount is 


equivalent to discounting a ten-year life system a 15 percent, and in this light the cur- 
rent procedure often appears to have more rational 
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erated by program elements. If a new generation missile will inherit 
silos from a phasing out missile, this sunk cost is certainly not counted 
twice. However, it is also important on occasion to recognize that cer- 
tain fixed assets that must be purchased for a coming first generation 
system may also have considerable value for the system that succeeds 
it in turn. Thus the discounted salvage values of assets to be be- 
queathed eventually by the first generation system should be deducted 
from that system’s costs. 

Budget Reactions of “Enemy” Planners. When major weapon sys- 
tems that will seriously alter the balance of power between the U.S. 
and potential enemy nations are being considered, it is necessary to 
give thought to the reactions of such enemies. Will U.S. deployment of 
antiballistic missile defenses around important American cities cause 
the Soviets to increase their strategic missile force, for instance? And 
if so, with the result that the net Soviet capability remains unchanged 
after both nations have added to their forces, has the additional eco- 
nomic cost been larger for the U.S. than the Soviet Union? Conversely, 
is it possible for the U.S. to project forces that the Soviet Union must 
plan to counter, but at an unfavorable cost exchange ratio? This ap- 
proach has difficulties. What constitutes a favorable dollar-to-ruble ex- 
change rate for the U.S., where the net military balance remains un- 
changed? And when is it better to enforce a less favorable exchange 
rate because more resources are involved absolutely in some aspect of 
the arms race? Nevertheless, such an exchange rate approach intrigues 
those who view the cold war as an economic struggle waged from limit- 
ed resources. 


Conclusions 


It is evident that there are many important resource allocation deci- 
sions within the DOD that can be improved by the application of tra- 
ditional economic analysis. These principles are usually elementary. 
The art lies in recognizing situations where rules of economic efficiency 
are being violated, demonstrating that there is significant waste as a 
result, and convincing responsible officials that some alternative is bet- 
ter or even best. Now that economists have come to occupy positions 
where they can make these contributions and numerous organizations 
such as IDA are working on weapon selection problems, it is to be 
hoped that more members of the profession will interest themselves in 
this important area of research. Improving on the allocation of 10 per- 
cent of the national GNP is enough to keep more than a few econo- 
mists busy assisting the military services and the Secretary of Defense. 





MILITARY COST ANALYSIS 


By Rogpert N. Grosse and ARNOLD PROSCHAN 
Research Analysis Corporation 


Under the influence of Secretary McNamara, it has become an es- 
tablished practice in the Defense Department to support major pro- 
gram decision making with systematic analyses of possible program 
choices in terms of their military worth and costs. This does not di- 
minish the role of the decision-maker in evaluating the analyses, as- 
sessing the nonquantitative aspects, and applying value judgments, but 
it does provide a basically rational framework for decision making, and 
one which fosters the imaginative generation of likely alternatives. 

The relating of military worth and costs requires an objective 
expression of the military capability afforded by a given program. This 
expression may be accomplished in several ways; one or another may 
be more convenient in a particular problem. 

The most common method is to specify a military task to be accom- 
plished, and then determine alternative forces, weapons, and manpow- 
er of equal capability required to accomplish the task. The alternative 
military means for accomplishing the same task are then compared in 

terms of their costs. 

_ Another method is to assume a certain cost level, and then dete- 
mine how much of each alternative force can be secured at that level. 
Capabilities of the alternative forces are then compared in terms of 
their potential outputs (e.g., targets destroyed) or in terms of each of 
their major characteristics deemed pertinent by military planners. 

Where it is not possible to relate the alternatives in terms either of 
constant effectiveness or constant cost, the analysis must relate the al- 
ternatives in terms of different degrees of effectiveness and cost. 

This very abbreviated description of how costs are related to mili- 
tary worth glosses over many problems in the determination of mili- 
tary worth. What if there are a variety of tasks to be performed by a 
military force or weapon system, how do we accord each its due? What 
if two weapon systems are not exactly comparable in all of their possi- 
ble uses? How do we allow for the elements of a problem that do not 
lend themselves to quantification? 

The measurement of military worth is a big subject in itselfi—one 
of primary concern to the practitioners of systems analyses of the kind 
we have been describing. Our present concern, however, is with the 
cost estimates to which the military worth will be related. 
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Military cost estimates are effected through application of the tech- 
niques of military cost analysis. Why the differentiation between esti- 
mates and analysis? Military cost analysis involves a thorough under- 
standing of the structuring of systems analyses, the use of appropriate 
cost categories, discrimination between relevant and irrelevant cost 
elements, consideration of uncertainties, and application of cost sensi- 
tivity analyses. 

-More broadly, these are the elements of military cost analysis: 

1. Emphasis on total program cost, to include the entire stream of 
cost consequences over the life of the program. The costs usually relate 
to peacetime preparation for war rather than to the consumption of 
resources in wartime; but in certain cases, it is reasonable to include 
costs of wartime consumption for a portion of the life of the system. 
In general, such wartime costs are excluded for strategic systems but 
are sometimes introduced for limited war and sublimited war systems. 

2: Use of cost categories such as research and development, invest- 
ment, and operating, which highlight the major phases in the life cycle. 

3. Consideration not only of total program cost but also of the tim- 
ing of costs. Involved here is the discounting problem and the impor- 
tance in governmental programs of budgetary constraints by year. 

4. Exclusion of “sunk” costs as a consideration in decision making 
relative to program choices. 

5. Costing in a program only of the net resource requirements (al- 
lowing thereby for inheritances of manpower or equipment or any 
other application of already available resources). A new weapon sys- 
tem can be costed through cost comparisons of two forces: one is the 
force excluding the weapon system under study, and the other is the 
force including the weapon system. For use in such comparisons and 
for use in studies comparing alternative force mixes and deployments, 
force cost models have been devised. Such models systematically de- 
velop all categories of cost comprised in a force. 

6. Emphasis on costs of relative rather than absolute accuracy, in 
consonance with the primary utilization of such costs in the compari- 
son of alternatives. 

7. Recognition of the uncertainties inherent in the specification and 
costing of future force mixes and weapon systems, especially in areas 
of advanced technology. To attain the utmost in capability and to 
avoid rapid obsolescence, many weapon system programs aim at 
achieving major improvements in key performance characteristics over 
their predecessors. Technical risks are taken for which there are few 
parallels in nondefense programs. Such risks result in some cases in 
outright program failures, but more often in completed programs 
which depart to a greater or lesser degree from the anticipation, in re- 
gard to time schedules, or performance characteristics or costs of the 
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weapon systems. Case histories of missile and other advanced pro- 
grams have indicated how substantial can be the discrepancies between 
actual and anticipated costs. 

8. As a generalization, the core of the costing problem is the devel- 
opment of the specification of what is to be costed; the actual applica- 
tion of cost factors is the less difficult part of the problem. The mili- 
tary cost analyst plays a useful role in the specifiation process, particu- 
larly in regard to ferreting out all of the resources to be required by a 
program. Since total program cost is the objective, it is necessary to 
include all of the supporting forces, related procurement items, special 
training requirements, etc., implicit in the adoption of the force or 
weapon system. Especially in the area of operating costs is it possible 
for systems analysts concerned with the overall study to neglect some 
of the resource implications. 

9. An important part of costing is the application of estimating rela- 
tionships to transform the specification of the ingredients of the force 
or system in its proper time-phasing into a cost estimate. Estimating 
relationships are used in such areas as the development of estimates 

for maintenance workload or training requirements consequent upon 
the use of major items of equipment and in the translation of work- 
loads to costs. The cost-quantity curve is a particular kind of estimat- 
ing relationship in which hardware production costs are related to 
quantity and rate of production. A specific cost estimate may require 
the use of many relationships, most of which are developed and accum- 
ulated over time to be available when needed. A substantial cost esti- 
mating research investment is required for the maintenance of a cost- 
ing capability. 

This brief description of military cost analysis should be sufficient to 
indicate the differences in emphases from the conventional Defense 
budgeting process. Among the most important differences are: concern 
in military cost analysis with a force or weapon system rather than 
with a budget category such as aircraft procurement or depot supply; 
collection of all costs pertaining to the force or weapon for an extended 
period of time as against costing for one year; and emphasis on rela- 
tive rather than absolute accuracy. The budget system highlights cate- 
gories useful for control of spending (e.g, a military personnel 
appropriation); administrative aspects receive important attention. 
Military cost analysis is aimed at providing insight on cost implica- 
tions of alternative courses of action. 

These differences are of sufficient magnitude to explain why military 
cost analysis developed outside of the Defense Department itselfi— 
principally at RAND under the leadership of your chairman, David 
Novick. 

Military cost analysis has not, however, remained independent of 
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the administrative machinery of the Defense Department. Recognition 
of the importance of more closely relating the major outputs of defense 
activity (forces and weapon systems) with resource inputs has led Sec- 
retary McNamara to adopt a formal programming system with many 
characteristics derived from military cost analysis experience. 

Chief elements of the programming system are a Defense Depart- 
ment five-year force structure and financial program (in annual obli- , 
gational authority) expressed in terms of such programs as strategic 
retaliatory forces and such program elements as the B-52; and system- 
atic review of possible changes using the systems analysis techniques 
described above. 

The programming system is viewed by top management of the De- 
fense Department as the essential link between military planning and 
budgeting. Mr. Hitch, the Defense Comptroller, has justified this view 
in these terms: “The job of economizing, which some would delegate 
to budgeteers and comptrollers, cannot be distinguished from the 
whole task of making military decisions.” He has set the goal of inte- 
grating the three related phases of the decision-making process into a 
single planning-programming-budget system. 

The adoption of the programming system has given new stature to 
military cost analysis. Total program costing as an aid to major deci- 
sion making is now a fairly well accepted practice in the military de- 
partments. 

The growing importance of military cost analysis resulting from its 
diffusion through the programming process has led to greater concern 
with the validity of the data going into cost estimates. The Defense 
Comptroller has spearheaded efforts to secure more cost information 
from contractors and to develop more data within the Defense Depart- 
ment on all aspects of military costs, particularly those relevant to the 
newer programs. A cost and economic information system has béen 
formally established for the collection and analyses of employment 
and related economic impact data. The economic information is being 
collected for analysis of economic impact of procurement by industry 
and geographic area and for related purposes. 

Significantly, the military departments are required under this sys- 
tem to establish cost analysis organizations to organize and manage 
the program, to insure the validity, comparability, and timeliness of 
actual cost and related data obtained from contractors, to develop 
techniques for cost estimating and analysis, to provide a central data 
storage and retrieval point, to disseminate cost analyses, and to coordi- 
nate data and classifications. 

Through the establishment of this system, at least a beginning is 
made toward professional identification of the Defense cost analyst, as 
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a counterpart to the group of analysts who have been engaged in this 
activity in such organizations as RAND and the Research Analysis 
Corporation. 

The adoption of the programming piace: is advancing military cost 
analysis in still another way. The frequency and volume of data re- 
quired of the military departments have turned their attention to auto- 
matic data processing as a means of making the job manageable. The 
computer has been applied to many aspects of data preparation and 
processing. This has furthered orderliness and accuracy in the prep- 
aration and updating of basic military data files and has made these 
files more accessible to military cost analysts. ~ 

As the military departments extend the application of computers to 
costing in the programming process, they come closer to comprehen- 
sive force cost models; i.e., systems of relationships and data from 
which are computed the time-phased resource and cost requirements 
for the equipping and operating of a force. 

Such force cost models for programming will be similar to earlier 
force cost models for the comparative costing of alternative programs 
but will retain some points of difference: 

First, whereas the comparative cost model is aimed at the iden- 
tification of the time-phased incremental costs of an alternative pro- 
gram (as compared to the base program), the programming cost model 
will be aimed at achieving fairly accurate costing of a single official 
program. 

Second, whereas in the comparative cost model, any breakdown of 
the time-phased incremental cost stream into major program and pro- 
gram element costs is for incidental and secondary purposes, such 
breakdowns are intrinsic to the purposes of the programming cost 
model. As a result, problems of joint cost allocation must be faced 
squarely and solved in the programming cost models. 

While military cost analysis has generally gained from the establish- 
ment of the programming process in the Defense Department, there is 
a danger in the formalization attendant upon an administrative pro- 
cess. Interacting to the extent that it does with programming, military 
cost analysis may find itself unduly influenced toward structuring 
problems in terms of the classifications of major programs and pro- 
gram elements and the cost categories and five-year periods used by 
Defense. The efficient use of military cost analysis in studies support- 
ing major decision making requires that military cost analysis remain 
free to use other classification Syntema when required by the problem 
under consideration. 

In the last ten years military cost analysis has come a long way. It 
has achieved a significant role in military decision making. It is all the 
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more important, as a consequence, that every effort be made to ad- 
vance the state of the art, that active programs of improvement be 
. pursued in problem areas. 

There is, of course, the perennial problem of improving the accuracy 
of cost estimates. This requires a better understanding of the technol- 
ogy of the systems under study and the degrees of risk involved in 
achieving the desired physical and performance characteristics. The 
cost analyst cannot simply accept stated physical characteristics but 
must also inquire into the cost experience in other systems in achieving 
similar performance characteristics. Research on costs in direct rela- 
tionship to performance characteristics is needed for this purpose. An- 
alysts working in areas of advanced technology must devote a consid- 
erable proportion of their time to this objective. 

A greater effort must be made to convey with the cost figures an un- 
derstanding of their possible limitations in accuracy. This involves ex- 
plicit identification by the analyst of the areas of greatest uncertainty 
and the exploration of ranges of possible costs for the components or 
other elements in such areas. Presentation to the decision-maker of 
ranges of costs (and their probabilities where these can be estimated) 
will afford him a more realistic basis for assessment. 

More explicit treatment of uncertainties is particularly helpful when 
cost differences among alternatives are relatively small and do not 
really afford a reliable basis for selection. 

The degree of technological risk-taking varies from time to time, in 
consonance with international developments and our position relative 
to our adversaries. In a period of high risk-taking, cost estimates will 
obviously be less accurate. In a period of low risk-taking there will be 
wider application of the program definition phase and other measures 
to achieve tighter control over procurement. The quality of cost analy- 
sis cannot help but reflect these changes in climate. 

Military cost analysis is not living up to its potentialities if its role 
is merely to furnish estimates for alternatives designated by the deci- 
sion-maker or the systems analyst. A more creative role is generally 
possible. Through intimate association with the problem and insight 
into the contributions to cost of the various program elements, the cost 
analyst is often in a position to generate additional alternatives which 
are worthy of consideration. A technique uséful toward this end is the 
performance of cost-sensitivity analyses to determine the effect on 
overall costs of variations in key elements or parameters. Facility in 
making such cost-sensitivity analyses is aided by computer applica- 
tion. 

Aimed as it is at future costs, military cost analysis tends to be 
largely dollar-oriented. Total program cost is regarded as the common 
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denominator in comparisons of programs; the real resources of man- 
power, materiel, and facilities are addressed primarily to get at their 
dollar cost implications. 

the real world, however, a dollar spent with industry may have 
significantly different effects than a dollar spent to maintain a man in 
uniform. The categorization of costs as research and development, in- 
vestment and operating helps to a degree in discriminating the real 
resources; it is not, however, the equivalent of an explicit statement of 
the real resources involved. 

The concern with real resources is one of the major determinants of 
the present appropriation and budget structure, which highlights re- 
search and development, procurement, construction, military person- 
nel, and operation and maintenance. Not only is the overall level of the 
budget of concern to Congress and the Administration, but the distri- 
bution by appropriation. Certainly the number of men in uniform is 
subject to control along with dollars. 

It is precisely in reaction to compartmentalization in these terms 
that military cost analysis owes its origin. Total program cost in all 
appropriations is the orientation of military cost analysis. It is there- 
fore understandable that military cost analysis would have a high re- 
gard for the common denominator, the dollar. 

The partiality of military cost analysis for dollar measurement may 
lead to an underemphasis on real resources in the process of Defense 
decision making. 

The mix of real resources has economic and social implications to 
which the decision-maker cannot be insensitive. Manpower induction 
and civilian unemployment are very human results of defense pro- 
gramming and procurement practices. 

Recognition of the need for a better understanding of the economic 
consequences of defense programs is responsible for the establishment 
by Defense of the Cost and Economic Information System as against 
simply a Cost Information System. The economic information objec- 
tive is to collect and analyze employment and related economic impact 
data, by geographic area and industry. 

Adding to the complexity is the need to consider the gold flow conse- 
quences in programs involving foreign procurements or deployments. 
In many cases this imposes a dual measurement requirement. 

It is important that military analysis be broad enough to encompass 
the entire scope of resource considerations, so that the decision-maker 
can determine on a more objective basis the economic implications in- 
volved in the alternatives. 








DISCUSSION 


James R. ScHLESINGER: Both our speakers have provided thoughtful surveys 
of two major aspects of defense economics. Praise is undeniably merited, but 
since the papers speak for themselves, it would be superfluous; so I shall ra- 
pidly pass on to aspects of the defense decision-making problem that the 
speakers have left largely unexplored. 

By intent, Robert Grosse limited his discussion to analyzing the cost sub- 
structure for military decision making. It is therefore no criticism to remind 
ourselves that costing is no more than half the job of military choice. More- 
over, it is in a sense the easier half, partly because rough quantitative accura- 
cy is more readily obtained in measuring costs than in measuring effectiveness 
and partly because the most critical problems of choice lie elsewhere. Stephen 
Enke addressed himself more directly to the problem of selecting the ap- 
propriate mix of military capabilities, but he laid stress on the evolution of 
defense economics, and for this reason drew most of his illustrations exempli- 
fying the utility of analysis from the past. For reasons that I hope to make 
clear, the problems of military choice in the 1950’s were (or were thought to 
be) simpler than those with which we shall deal in the future, Past achieve- 
ment in rationalizing military choices was relatively easy to come by—once 
bureaucratic obstacles could be overcome. There was a fertile field, since mili- 
tary choice previously had been based to an extent that still remains astonish- 
ing on intuitions and seat-of-the-pants judgments as structured by both the 
parochial ambitions and the special insights of the several services. Looking 
to the future, however, the limitations of cost-effectiveness analyses in making 
major defense decisions become more pressing—and Enke has made some 
provocative comments on this subject at the close of his paper. But these con- 
siderations raise doubts regarding the future relevancy of a review of past ac- 
complishments. As the domain of systematic quantitative analysis increases 
and as the opportunity for major savings through the elimination of irrational 
forms of waste recedes, our attention will increasingly be focused on those as- 
pects of the national security problem that quantitative analysis can in no 
sense “solve”: the problems of objectives, uncertainties, and strategic choice. 

Let me give one illustration of the way in which the intricacy of the analyt- 
ical problems we face has increased, and, therefore, why it is that the kind of 
accomplishments drawn from the 1950’s, with which Stephen Enke illustrated 
his discussion, are of diminishing relevance. Consider the range of problems 
brought to the surface by our growing sophistication regarding the character 
of nuclear war, and, what is to some extent independent, our altering image 
of our major opponent in the cold war. This has led to a gradual change in 
what we expect our military capabilities to achieve. Earlier I suggested that 
conclusions regarding optimal military resource allocation flow most readily 
when a single dominant objective can be specified. In the 1950’s, for better or 
worse, we thought we could specify such an objective: to wit, the most eco- 
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nomical destruction, under first-strike and second-strike contingencies, of the 
maximum number of targets in the Soviet Union. Given such an objective, as 
Enke’s paper illustrates, trade-offs among force components to improve 
efficiency could readily be specified. In the 1960’s, however, I think it has be- 
come widely recognized that there is another, perhaps more important, objec- 
tive for the employment of our strategic power in the event of nuclear war: to 
limit damage to the United States. Given the enormous Soviet capabilities for 
damage infliction, this implies a concern to minimize collateral damage in the 
Soviet Union, thereby providing what we hope is a powerful incentive to the 
Soviet Union not to strike at American cities in the event of nuclear war. On 
which objective should we place the most stress: deterring general war or 
minimizing its destructiveness should it come? Analysis cannot settle this 
question, nor can it provide precise conclusions regarding the effectiveness of 
military capabilities under a wide variety of possible contingencies. The 
whole episode illustrates the way in which strategic objectives can change. 
But it also suggests a danger in quantitative analysis in that in the search for 
firm quantitative conclusions, analysis may become frozen to a specific and 
unchanging objective, because it provides unambiguous results. 

The function of the new analytical techniques has not been to give us the 
correct choice in making military decisions but rather to eliminate some very 
bad and wasteful choices. In our enthusiasm regarding analysis, we should 
not exaggerate its accomplishments, actual or potential. Some of the major 
choices of Secretary McNamara were made when only the scantiest cost data 
were available and when our understanding of our strategic objectives and of 
Soviet capabilities remained obscure. In the absence of an analytical frame- 
work, some very good choices were made during the Eisenhower years (along 
with some very wasteful ones). Even with analysis, some rather questionable 


` choices have been made since 1961. Analysis permits us to eliminate choices 


which were bad in that they invest major resources in capabilities with low 
effectiveness, but it cannot indicate which path it is best for the nation to fol- 
low. Even here analysis is helpful. It permits us to clarify objectives, largely 
by revealing the costs, in terms of alternative objectives sacrificed as well as 
in money, of pursuing particular lines of action. But it cannot give us the de- 
cision whether to pursue as the national strategy the achievement of arms 
control, the development of a full first-strike capability, acquisition of bal- 
anced forces, or stress on conventional capabilities with heavy reliance upon 
nuclear firebreaks. These issues cannot be permanently resolved, and this 
question of objective is one which we should recognize will be permanently in 
flux. This state of uncertainty regarding our objectives degrades our capabili- 
ty for obtaining quantitatively precise answers in the selection of the ap- 
propriate mix of military capabilities. But, it quite appropriately degrades 
this capability, and we would be in error if we were unthinkingly to settle on 
a given objective largely because it provided us with precise quantitative esti- 
mates. The longer that we have played around with systems analysis, the 
more aware have we become that what was an objective a few years ago may 
be turned on its head and become a constraint in this year’s model. Such has 
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been the case, most dramatically, with the transformation of the earlier war- 
time objective of maximum damage to the Soviet Union in the event of nuclear 
war into the constraint of accomplishing military objectives with minimum 
collateral damage to the fabric of Soviet society. 

The emphasis that I have placed on the increasing complexity of the de- 
-mands on the analyst in no way detracts from what the speakers on our panel 
have said in their papers. Their task was to discuss the techniques of analy- 
sis, and they have admirably fulfilled that commitment. 


Rotr Prexarz: Today’s economist is not so much unaware of the technique 
of cost analysis as he is unacquainted with both the current state of the art and 
the problems still to be solved. 

Cost analysis has been applied to cost-effectiveness studies and program 
budgeting for four years in the Defense Department and even longer in the 
“think factories” such as IDA, RAND, and RAC, thanks in large part to 
both authors and the chairman of this session. Other U.S. government agen- 
cies and foreign governments, recognizing the value of these procedures as 
tools for allocating public funds, are attempting to apply them to problems 
outside defense economics. Courses, seminars, books and papers on defense 
economics further testify to the widespread acquaintance with the methodolo- 
gy and theory of these DOD procedures. 

By now, discussions of cost analysis should focus on the contributions and 
limitations of specific techniques for policy planning, Yet the papers by Ste- 
phen Enke and Robert Grosse are broad descriptions of the history and 
methodology of cost-effectiveness analyse and program budgeting as applied 
to defense decision making. 

I am disappointed that no papers Have as yet appeared at these meetings to 
discuss the means by which existing accounting and technological data have 
been adapted to estimates of marginal costs and marginal products, the data- 
collection network which has been developed within the Defense Department 
to obtain the raw materials for marginal analysis, or the techniques applied to 
estimate costs of new technologies on the basis of experience from past tech- 
nological change. 

The present state of the art and application of economic analysis to defense 
planning represents only a promising beginning. Data deficiencies stemming 
from inappropriate accounting conventions (set up solely to reflect legal 
budget categories and individual military department needs) limit the poten- 
tial accuracy of analysis, the possibilities for applying refined statistical tech- 
niques, and, on occasion, the problems which may be usefully studied. For 
example, the disability of having to calculate operating and maintenance ex- 
penses without regard to the weapons or forces supported still has not been 
overcome. In many instances, force structure and weapon cost analyses can 
be based on only the crudest estimates of related operations and maintenance 
cost. Contrary to Grosse’s impression that “the application of cost factors is 
the less difficult part of the [costing] problem,” I personally have found the 
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problem of estimating such factors at least as difficult as developing my anal- 
ysis. 
The difficulty in relating operating and maintenance expenses to force or 
weapon systems creates additional problems in trying to solve for minimum 
costs. As Enke has pointed out, weapons and support resources can be com- 
bined in variable proportions to yield a given output. But to determine the 
least-cost mix requires a more thorough understanding of the relationship be- 
, tween the two than is currently available for many force structure or weapons 
studies. 

Nor are the uncertainties in comparative cost analysis as inevitable as 
Grosse seems to suggest. They can be attributed not only to such factors as 
the vagaries of unknown technology, doubts of future enemy capabilities, etc., 
but also to gaps in our knowledge of the process of technological change in 
military systems. Past studies, necessarily based on limited experience, have 
developed useful statistical estimates relating to costs, resource inputs, lead 
times, etc., involved in the R and D of major weapon components. Neverthe- 
less, a great deal remains unknown about the causes of these statistical results 
and their sensitivity to diverse circumstances. 

Furthermore, as Enke pointed out, cost-effectiveness analysis might be en- 
riched if policy planners had feasible techniques for estimating the effect of 
present or projected expenditures for weapons and forces on our future mili- 
tary capability. The major factor here is not so much the effect of inherited 
facilities as the effect of skills and technological knowledge carried over to the 
new technology. The rapid change in weapons technology makes silos of first- 
generation missiles of doubtful utility in a third-generation environment. But 
the experience gained from a first generation of missiles contributes substan- 
tially to the performance and resource savings of succeeding generations, In- 
deed, the rapid technological change in weaponry to an important degree may 
be attributed to experience with current equipment. However, owing to the 
uncertain direction of future technology, it is doubtful that the present value 
of improvement, from current investment, in the performance of later genera- 
tions of weapons can be determined within a useful range of values under 
reasonable constraints. 

Elaboration and improvement of cost-effectiveness and force-structure anal- 
ysis are not the only avenues for improving the allocation process within the 
Defense Department. The contractor-DOD market structure which deter- 
mines prices and the internal markets and organizations which distribute 
goods and services among and within the military units, determine the costs 
of national security as clearly as do the technological relationships among 
materiel and manpower. The McNamara program to a large degree consists 
of efforts to improve these management relationships. 

Still, there are internal markets where prices do not react to changing sup- 
ply and demand conditions, Existing price structures which do not consider 
opportunity costs result in scarcities of some resources and surpluses of 
others. Higher prices for procurements derive from the lack of sufficient or 
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appropriate incentives for contractors to seek out the most efficient produc- 
tion techniques. Returns on some capital investments are not maximized be- 
cause of the absence of appropriate planning or decision criteria. 

These problems of molding internal market structures, developing tech- 
niques of economic programming, and formulating bargaining strategies are 
obvious occasions for exercising recent developments in economic theory. It 
now is up to the economist to take up the challenge. 





NONMARKET DECISION MAKING 
A THEORY OF BUREAUCRACY 


By AntHOoNY Downs 
Real Estate Research Corporation, Chicago 


Introduction 


It is ironic that bureaucracy is still primarily a term of scorn, even 
though bureaus are among the most important institutions in every na- 
tion in the world. Not only do bureaus provide employment for a very 
significant fraction of the world’s population (probably over 18 per- 
cent of the U.S. work force, for example), but also they make critical 
decisions which shape the economic, political, social, and even moral 
lives of nearly everyone on earth. Yet economists and political scien- 
tists have largely ignored bureaucratic decision making in constructing 
their theories of how the world operates. 

In this paper, I shall attempt to describe a theory of bureaucratic 
decision making aimed at achieving such predictability. My theory is 
based upon the fundamental hypothesis that bureaucratic officials, like 
all other agents in society, are motivated by their own self-interests at 
least part of the time. Therefore, this theory follows the tradition of 
economic thought from Adam Smith forward and is consistent with re- 
cent contributions to political science made by such writers as Simmel, 
Truman, Schattschneider, Buchanan, Tullock, Riker, Simon, and 
March. 

Definitions 

Since bureaus are a particular form of organization, the first step is 
to define an organization: An organization is a system of consciously 
coordinated activities or forces of two or more persons which has been 
explicitly created to achieve specific ends. 

An organization is a bureau if and only if it possesses the following 
four primary characteristics: i 

1. It is large; tbat is, the highest ranking members know less than 
half of all the members personally. 

2. A majority of its members are full-time workers who depend 
upon their employment in the organization for most of their incomes. 

3. The initial hiring of personnel, their promotion within the organi- 
zation, and their retention therein are at least theoretically based upon 
some type of assessment of the way in which they have performed or 
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can be expected to perform their organizational roles rather than upon 
either ascribed characteristics (such as religion, race, or social class) 
or periodic election by some outside constituency. 

4, The major portion of its output is not directly or indirectly 
evaluated in any markets external to the organization by means of vol- 
untary guid pro quo transactions. 

Each of these characteristics contributes important elements to the 
particular nature of bureaus. Large size means that bureaus must de- 
velop relatively impersonal internal relations and are faced with sub- 
stantial administrative problems. Full-time employment means that 
bureau members are not dilettantes but are seriously committed to 
their jobs. It also implies that the bureau must compete for their ser- 
vices in the labor market. Personnel policies based upon role perform- 
ance mean bureau members are dependent upon their superiors for 
promotion rather than upon some outside constituency. Such policies 
also imply that bureau members are motivated to shape their behavior 
so as to seek promotions because advancement is dependent upon their 
performance, not upon innate characteristics like sex, religion, or so- 
cial caste. Nonmarket orientation means that bureaus are unable to 
use the objective monetary measure of profitability to evaluate the 
specific activities they undertake. It also means that even very large 
profit-making organizations (such as General Motors) are not bu- 
reaus, though parts of such organizations (such as the public relations 
department of Chevrolet) can be bureaus if their specific outputs can- 
not be evaluated in a market. Some more typical examples of bureaus 
covered by the theory are the Roman (Catholic Church (except for the 
Pope, who is elected), the University of California, the Soviet central 
planning agency, the U.S. State Department, the New York Port Au- 
thority, and the Chinese Communist army. 

Bureaucrats are not simply people who work for bureaus. Rather, I 
define a bureaucrat as any person who works for a large organization; 
receives a money income from that organization which constitutes a 
major part of his total income; is hired, promoted, and retained pri- 
marily on the basis of his role performance; and produces outputs 
which cannot be evaluated on a market. This definition implies that a 
man can be a bureaucrat even if he works for a nonbureaucratic organ- 
ization (such as Sears, Roebuck and Company) as long as his own out- 
put cannot be evaluated on a market (even though the value of his in- 
puts can be so evaluated). In my analysis, the term “bureaucrat” is in 
no way derogatory, but because it is so universally regarded as an in- 
sult, I will use the more neutral term “official” to describe the type of 
person defined above. 


\ 
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Central Hypotheses 


The theory is based upon the following major hypotheses: 

1. Officials (and all other agents in the theory) seek to attain their 
goals rationally; that is, in the most efficient manner possible, given 
their limited capacities and the cost of information. This means that 
all agents in the theory are utility maximizers. In practical terms, this 

‘implies that whenever the cost of attaining any given goal rises in 
terms of time, effort, or money, they seek to attain less of that goal, 
ceteris paribus; whereas whenever the cost of attaining a goal falls, 
they seek to attain more of it. 

2. Officials in general have a complex set of goals, including the fol- 
lowing elements: power, income, prestige, security, convenience, loyal- 
ty (to an idea, an institution, or the nation), pride in excellent work 
and desire to serve the public interest (as the individual official con- 
ceives of it). However, different types of officials focus on smaller sets 
of these goals. In particular: 

a) Purely self-interested oficials are motivated entirely by goals 
which benefit themselves rather than their bureaus or society at large. 
There are two types of such officials: (1) Climbers seek to maximize 
their own power, income, and prestige. This can be done either by win- 
ning promotion to higher rank, increasing the status of their existing 
positions through aggrandizement, or “jumping” to new and better 
jobs elsewhere. (2) Conservers seek to maximize their own security 
and convenience. Since “security” is defined as maintenance of one’s 
present level of power, income, and prestige, conservers favor the status 
quo. They fear change because it might reduce their present 
prerogatives; hence they oppose innovations and change in general. 

b) Mixed-motive officials have goals which combine self-interest and 
altruistic loyalty to larger values. The main difference between the 
three types of mixed-motive officials is the breadth of the larger values 
to which they are loyal. Thus: (1) Zealots are loyal to relatively nar- 
row policies or concepts, such as the development of military airplanes 
by Billy Mitchell. They seek power both for its own sake and so they 
can effectuate the sacred policies to which they are loyal. (2) Advo- 
cates are loyal to a broader set of policies or to a broader organization 
(such as naval warfare or Harvard University). They are impartial in 
judging the merits of various proposals within the organization to 
which they are loyal but highly partisan in supporting that organiza- 
tion in conflicts with “outsiders.” The breadth of advocacy can vary 
widely, from a small section of a bureau (such as the economics de- 
partment of a university) to a very broad bureau (such as the entire 
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Defense Department). (3) Statesmen are loyal to the nation or society 
as a whole; hence they resemble the “ideal” officials of public adminis- 
tration textbooks. However, like advocates and zealots, they seek 
power and prestige for personal as well as altruistic reasons, since they 
enjoy having an influence upon important policies. 

3. The internal structure and behavior of every bureau is so closely 
related to its interactions with its external environment that neither 
can be explained without taking account of the other. Hence much of’ 
my analysis seeks to show what effects of certain types of social func- 
tions and external environments have upon bureaus’ internal opera- 
tions, as well as how their internal operations affect their ability to 
perform their social functions (the usual approach to bureaucracy). 


The Environment 


The world in which the officials in my theory operate is as realistic 
as I can make it. In this respect, it differs sharply from the “perfectly 
informed” world of traditional economic theory, and more closely re- 
sembles the environments assumed by most political and sociological 
theorists. In particular, the following conditions prevail in this 
environment: 

1. Information is costly because it takes time, effort, and sometimes 
money to obtain data and comprehend their meaning. 

2. Decision-makers have only limited capabilities regarding the 
amount of time they can spend making decisions, the number of issues 
they can consider simultaneously, and the amount of data they can ab- 
sorb regarding any one problem. 

3. Although some uncertainty can be eliminated by acquiring infor- 
mation, an important degree of ineradicable uncertainty is usually in- 
volved in making decisions. 

Insofar as the basic institutional setting of this theoretical world is 
concerned, it can be either democratic, totalitarian, monarchical, tradi- 
tionalist, or have any other form in which bureaus are likely to be 
found. As pointed out by Max Weber, bureaus probably require a 
money economy rather than a barter economy, but I place no other 
particular constraints on the type of society to which the theory ap- 
plies. It is true that many of my examples are drawn from contempo- 
rary U.S. society, but that betrays only my own limitations, not those 
of the theory itself. 


A Compendium of Hypotheses 


The Nature of the Compendium. The analysis generated by this 
theory comprises a book of approximately 180,000 words. Unfortu- 
nately, condensing it to fit the 3,300-word limit imposed by the Ameri- 
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can Economic Association is beyond the present state-of-the-art of 
miniaturization. Since I have already used up about 1,800 words ex- 
plaining the structure of the model, I have 1,500 left to set forth its 
applications—or less than 1 percent of the original. Therefore, I will 
merely present a few of the major hypotheses stemming from the 
model, denuded of all explanatory material. Some of these conclusions 
will seem obvious, since they resemble ideas already suggested by 
“other theorists. Others will be more novel. The list will by no means 
include all the hypotheses arising from my theory, but will range over 
the various subject areas to illustrate what kinds of things the theory 
deals with. 

“Laws” Connected with Bureaus. Some of my hypotheses appear 
universal enough to be classified as laws a la Parkinson. In order to 
distinguish them from other such generalizations, I have modestly in- 
cluded my own name in their titles. Hence Downs’s Second, Third, 
Fourth, and Fifth Laws are as follows: 

1. Unchosen but desirable alternatives have value. For example, 
many people will pay high rents in order to live near a university, so 
‘that they can attend the many cultural events given there—which they 
almost never actually attend. 

2. Unrestrained conflict at any given level of a hierarchical struc- 
ture shifts power upwards. This applies to local governments in metro- 
politan areas vis-a-vis the federal government as well as within -bu- 
reaus. 

3. Any attempt to control one complex organization tends to gener- 
ate another, Examples are the Bureau of the Budget and the General 
Accounting Office. 

4, Requests for free services always rise to exhaust the capacity of 
the agency producing them. A corollary is that the producing agency 
will generate ‘“quasi-prices” as a means of reducing the number of re- 
quests. These include long delays, demands for favors in return for the 
“free” service, and requirements for lengthy forms in order to “qualify.” 

Other Hypotheses. Some less universal hypotheses are as follows: 

1. Officials inevitably distort information which they relay upwards 
to their superiors or downwards to their subordinates. Moreover, 
under many frequently-encountered conditions, these distortions tend 
to become cumulative rather than self-correcting as the number of hi- 
erarchical levels involved rises. (a) If a hierarchy has many levels, the 
officials at the top may receive a very inaccurate picture of what is ac- 
tually going on at the bottom—a picture which is overly optimistic and 
unduly reflects their own preconceptions and policy desires. (b) No one 
person ever knows everything that goes on in any large organization. 

2. Officials also distort the orders they receive from their superiors, 
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interpreting them to their own benefit (or the benefit of their bureau 
sections or sacred policies) as they develop the implications of those 
orders for their subordinates. (a) If cumulative distortion of this type 
‘occurs in a many-level hierarchy, the behavior of low-level officials 
may consist largely of actions completely unrelated to the goals of top- 
level officials, or the formal purposes of the bureau. (b) No human 
being can control all—or even a very high percentage—of even the 
official behavior of a large organization. (c) As a result, every top-` 
level official realizes that significant amount of the behavior within his 
organization is irrational in terms of the organization’s formal goals. 
Hence he fears thorough investigations by outsiders and will go to 
great lengths to shape his behavior so as not to attract such investiga- 
tions. 

3. Redundant information channels and devices to bypass inter- 
mediate levels in the hierarchy are both ostensibly inefficient, but they 
are necessary so that top-level officials can check on the amount of dis- 
tortion occurring in “official”? channels. 

4. Because of the biases of officials who formulate policy alterna- 
tives, over any given time period bureaus will tend to select policies 
which are simpler, more conservative, narrower in their effects, and 
less cognizant of uncertainty than they would be if officials were un- 
biased. All of these effects will be accentuated for decisions made 
under high time-pressure. 

5. All bureaus must have hierarchical authority structures, although 
the “flatness” or “tallness” of such structures can vary considerably. 
It is therefore fruitless to try to create large organizations wholly free 
from the tensions which are inherent in hierarchies. 

6. Because it is so expensive to change the overall behavior patterns 
of any large organization, inertia is a rational response to most sugges- 
tions of change made to any given bureau. The use of extensive rules is 
-also a rational response to a bureau’s problems of decision making and 
communication. Hence much of the behavior for which bureaucrats are 
usually excoriated actually represents rational responses to the incen- 
tives facing them. 

7. Each bureau attempts to stake out, defend, and expand a certain 
“territory” of policy related to its social functions. Because of numer- 
ous technical interdependencies with other bureaus, the boundaries of 
each bureau’s territory are both unstable and ambiguous. Hence it is 
continually struggling with other bureaus and nonbureau social agents 
to establish its sovereignty in certain overlapping policy areas. Al- 
though such struggles often appear to be irrational manifestations of 
petty pride and jealousy, they may be highly rational attempts by the 
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bureau to protect itself from excessive instability in its environment 
caused by uncoordinated decisions made by other agents. 

The desire to avoid such territorial battles may cause bureaus to 
formulate policies which are socially irrational because they are too 
narrow in scope. On the other hand, if society does not put strong pres- 
sures upon bureaus to produce well-coordinated policies, they may 
avoid territorial battles by simply paying no attention to each other 
* even though their policies are mutually interdependent. 

8. The total amount of government services produced in a democra- 
cy tends to be both smaller in quantity and different in quality from 
what it would be if everyone were perfectly informed. However, this 
does not necessarily mean that the actual government budget is too 
small. That budget measures the amount of government inputs. It 
might be more than enough to produce the required expansion in out- 
puts if people were perfectly informed, since government bureaus | 
would perform far more efficiently under such conditions. 

9. It is easier and less expensive to operate a bureau whose mem- 
bers have a high degree of goal-homogeneity than one whose members 
have highly divergent goals. Therefore, bureaus use selective recruit- 
ment, indoctrination, and ideologies to increase the degree of goal-ho- 
mogeneity among their members. They prefer -selective recruitment 
and ideologies to indoctrination, since it is both risky and expensive to 
alter the deep-level goals of members. In fact, indoctrination is so 
difficult that many bureaus avoid social functions requiring really 
deep-level consensus among their members. Some such functions are 
therefore never carried out by any bureaus (such as eliminating the 
“crime syndicate” from the U.S.). 

10. Top-level officials of bureaus consider personal loyalty to be an 
important attribute among their immediate subordinates. Such loyalty 
is important because every top-level official is required to perform acts 
which would be extremely embarrassing if made public. Hence he 
needs subordinates whose discretion he can rely upon. 

11. Bureaus have predictable life-cycles, except that once estab- 
lished, they rarely (within a given historical era) die. They come into 
being through routinization of charisma, splitting off from an existing 
bureau, entrepreneurial development of a new idea by zealots initially 
outside any bureau, or creation ex nthilo by powerful social agents. As 
they grow older, they learn to be more efficient, develop more and 
more extensive rules and regulations, shift their goals from performing 
their functions well to maintaining their organizational structures, be- 
come increasingly subject to inertia, and expand the scope of their 
functions, As with politicians, few die and none retire, 
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12. There is a close relationship between a bureau’s rate of growth 
or decline and the quality of its personnel. A rapidly growing bureau 
tends to attract climbers because it offers possibilities for fast promo- 
tion. The presence of many climbers, who are innovation-oriented, in- 
creases the capabilities of the bureau; thereby accelerating its growth 
‘rate. This attracts even more climbers, which accelerates its growth 
still further, etc. Conversely, climbers tend to depart from a relatively 
slow-growing bureau. This leaves it dominated by conservers, who are 
opposed to change. Hence the bureau lags behind its environment; 
thereby reducing its capabilities, which slows down its growth even 
further. This drives out more climbers, reducing its capabilities still 
further, etc. These relationships cause the leaders of almost all organ- 
izations to value growth as a means of attracting and retaining 
ambitious and competent personnel. 

Conclusion. My theory of bureaucratic decision making has two 
major purposes: (1) to enable us to better understand the operation of 
bureaus, and (2) to enable us to make more accurate predictions about 
bureau behavior. I hope the above-described hypotheses convey some 
idea of the way the theory attempts to achieve these goals. Perhaps it 
will also help rehabilitate the reputation of those vital but overma- 
ligned pillars of society: bureaus and bureaucrats. ’ 





BARGAINING AND CONFLICT SITUATIONS IN THE 
LIGHT OF 
A NEW APPROACH TO GAME THEORY 


By Joun C. HARSANYI 
University of California, Berkeley 


I 


Classical economic theory is based on the assumption that in most 
economic situations people will act in a rational manner; that is, in ac- 
cordance with certain consistency requirements called “rationality pos- 
tulates”—or at least that their deviations from rationality in this sense 
will not be very important. Economic theory then shows that, as far as 
a person’s actions satisfy the relevant rationality postulates, his behav- 
ior will be equivalent to maximizing his (ordinal) utility function. 
(The rationality postulates needed require that his choices should be 
transitive and connected and should satisfy an appropriate continuity 
requirement.) 

This concept of rational behavior—assuming that it leads to realis- 
tic predictions—is an extremely powerful explanatory principle be- 
cause it enables us to account for a large number of possibly quite 
complex empirical facts about people’s behavior, in terms of a few rel- 
atively simple assumptions about their preferences or equivalently 
about their utility functions. 

This rational behavior concept of classical economic theory, howev- 
er, fails to furnish sufficiently specific predictions in situations involv- 
ing risk or uncertainty, such as insurance, gambling, speculation, and 
in general entrepreneurial behavior; as well as in situations involving 
strategic interaction between two or more persons or organizations, 
such as individual and collective bargaining, bilateral monopoly, du- 
opoly, oligopoly, situations involving political pressure and counter- 
pressure, etc. 

More particularly, in analyzing the concept of rational behavior, we 
have to distinguish the following cases: 

1. Rational behavior of an isolated individual: (a) under certainty 
(where the outcome of any possible action he may take is fully known 
to him in advance); (b) under risk (where he knows at least the ob- 
jective probabilities associated with alternative possible outcomes); (c) 
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under uncertainty (where even some or all of these objective proba- 
bilities are unknown to him, or where these objective probabilities are 
not even defined in any straightforward sense). 

2. Rational behavior by two or more interacting individuals, where 
each individual is rationally pursuing his own personal interests (i.e., 
all his objectives, both selfish and unselfish, to which he assigns posi- 
tive utility) against other individuals rationally pursing their own per- 
sonal interests (again both selfish and unselfish)—the basic problem of : 
game theory. For some purposes it is convenient to include also: 

3. The rational pursuit of the long-run interests of the society as a 
whole—the basic problem of ethics,* and of welfare economics, which 
for our purposes is essentially a branch of ethics. 

The rational behavior concept of classical economics corresponds to 
case la (certainty). It has remained for modern decision theory to de- 
velop satisfactory definitions for rational behavior in cases 1b and 1c 
(risk and uncertainty), by means of supplementing the rationality as- 
sumptions of classical economics by a few additional rationality postu- 
lates. The most important additional postulate needed is the Sure- 
Thing (or Dominance) Principle: If action X cannot yield worse re- 
sults than action Y but can possibly yield better results, then a rational 
individual will choose X in preference to Y. 

It can be shown that if a given individual acts in accordance with 
this enlarged set of rationality postulates, then his behavior will be 
equivalent to maximizing his expected utility*; i.e., to maximizing the 
mathematical expectation of his cardinal utility function. (Unlike an 
ordinal utility function, a person’s cardinal utility function is uniquely 
determined once a zero point and a unit of measurement are chosen for 
his utility.) 

More particularly, in the case of risk, where the individual con- 
cerned knows all the relevant objective probabilities, he will maximize 
his expected utility as defined in terms of these objective probabilities; 
whereas in the case of uncertainty, where he has to act without know- 
ing all these objective probabilities, he will maximize his expected util- 
ity as defined partly or wholly in terms of his own subjective probabili- 
ties (which intuitively can be interpreted as his personal estimates of 
the objective probabilities unknown to him). This definition of rational 
behavior, making use of subjective probabilities, is often called the 
“Bayesian” concept of rationality. 

1 This is true at least under a utilitarian concept of ethics. 

*For a proof of the expected-utility maximization theorem in the case of risk, see, 
eg. [11]. For a proof in the case of uncertainty, see [17] or [1]. The last paper shows 


that even for uncertainty the assumptions needed do not go essentially beyond a certain 
- form of the sure-thing principle. 
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We have already mentioned that classical economic theory fails to 
furnish determinate predictions in game situations, at least in those 
where there is significant strategical interdependence between the var- 
ious participants’ behavior. To take a very simple example, suppose a 
seller and a buyer try to settle the price of a house by bargaining. The 
, seller’s reservation price (supply price) is $20,000 while the buyer’s 
demand price is $30,000. Then classical economic theory can predict 
only that the price will lie somewhere between $20,000 and $30,000. 
But it cannot predict where the price will in fact lie between these two 
limits—indeed it cannot even specify the variables actually determin- 
ing the price within this range. 

Even worse types of indeterminacy arise in slightly more complex 
situations, such as duopoly, where the space of possible outcomes has 
more than one dimension. Many eminent economists, starting with 
Cournot, have tried to obtain more determinate predictions for duopo- 
ly situations on the basis of various more or less ad koc assumptions, 
but it is now generally agreed that their duopoly models were rather 
unsatisfactory. In particular, though all of them started out with the 
aim of predicting how two rational duopolists would act in-duopoly sit- 
uations, in fact all of them ended up with attributing some quite un- 
plausibly irrational behavior to their two duopolists. (For example, 
Cournot’s duopolists persist in the same mistaken expectations about 
each other’s behavior, even though their expectations are continually 
disappointed by the actual events. Moreover, they make no attempt to 
agree on a collusive solution, even though this would make both of 
them much better off.) 

In retrospect, the basic reason iG these distinguished economists 
did not succeed in their efforts was the fact that they did not have any 
general systematic theory of rational behavior in (what we now would 
call) game situations with strategical interdependence between two or 
more rational individuals. Their example seems to show that it is vir- 
tually impossible to develop a satisfactory theory of rational behavior 
for some specific game situation, such as duopoly, without relying on a 
more general theory of rational behavior covering a much wider range 
of game situations. 

Yet, in actual fact, the first truly systematic attempt to analyze ra- 
tional ‘behavior over a broad class of game situations, Von Neumann 
and Morgenstern’s theory of games (1944), has not yielded determi- 
nate solutions for the game situations occurring in economics. Their 
theory does provide a number of very important analytical tools for 
the analysis of any game situation (e.g., the concepts of expected-utili- 
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ty maximization, strategy, mixed strategy, coalition, characteristic 
function, dominance, etc.). It also furnishes a very satisfactory deter- 
minate solution for two-person constant-sum games, but fails to supply 
determinate solutions for two-person variable-sum .games and for n- 
person games—though in fact virtually all empirical social situations, 
including those considered by economics, belong to these two game 
categories. , 

However, the present writer has shown [4] [5] [7] [8] [9] ° 
[10] that if we add a few very natural rationality postulates to those’ 
used by Von Neumann and Morgenstern, then we obtain determinate 
solutions for all classes of finite games (as well as for infinite games 
satisfying certain regularity requirements), both two-person and n- 
person, constant-sum and variable-sum, with and without transferable 
utility, cooperative and noncooperative, etc.* The solutions of all 
these games become special cases of the same general theory of rational 
behavior in game situations. As a result, our theory provides determi- 
nate predictions for duopoly, oligopoly, bilateral monopoly, bargaining, 
political power situations, etc——once we make specific assumptions - 
about the participants’ utility functions, their strategical possibilities, 
and the information available to them. Thus it enables us to analyze 
all these situations in terms of the same general principles, without 
any need in the various particular cases for arbitrary ad koc assump- 
tions about people’s behavior. 


II 


The basic difficulty in defining rational behavior in game situations 
is the fact that in general each player’s strategy will depend on his ex- 
pectations about the other players’ strategies. Could we assume that 
his expectations were given, then his problem of strategy choice would 
become an ordinary maximization problem: he could simply choose a 
strategy maximizing his own payoff on the assumption that the other 
players would act in accordance with his given expectations. But the 
point is that game theory cannot regard the players’ expectations 
about each other’s behavior as given; rather, one of the most impor- 
tant problems for game theory is precisely to decide what expectations 
intelligent players can rationally entertain about other intelligent play- 
ers’ behavior. This may be called the problem of mutual “rational ex- 
pectations.” ; 

Technically, a given player’s expectations can be represented in 
terms of the subjective probabilities he assigns to various possibilities. 
Thus the problem of rational expectations can also be regarded as a 
problem of rationally chosen subjective probabilities; that is, as a 


*Our theory is largely a generalization of earlier work by [13] [14] [15] [18] [20]. 
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problem of deciding what subjective probabilities a given player can 
rationally assign to different possible strategy choices by the other 





players, when he knows that these other players are intelligent indi- - - 


viduals just as he himself is. 

On the fundamental level of analysis, the main novelty of our own 
approach to game theory is the new solution we propose for this cru- 
cial problem of mutual rational expectations (or of rationally chosen 
* subjective probabilities). 

Our theory makes use of two classes of rationality postulates in the 
analysis of game situations. One class consists of postulates of rational 
behavior in a narrower sense, which deal directly with a rational play- 
er’s strategy choices in game situations. Intuitively they can be regard- 
ed as formalizations of the requirement that, other things being equal, 
a rational player will always give preference to strategies yielding him 
a higher payoff, but will be indifferent (and will choose at random) be- 
tween strategies yielding him the same payoff. 

The other class consists of postulates of rational expectations, which 
deal with rational players’ expectations about each other’s strategies. 
These postulates require a rational player not to act on the expectation 
that another rational player will choose a strategy inconsistent with 
our rationality postulates. More generally, they require him not to act 
on the expectation that another rational player will choose a strategy 
which the first player himself would regard as an irrational strategy 
(for any reason whatever), and which he himself would therefore 
never use in a similar case. (In particular, in a bargaining situation a 
rational player cannot expect a concession from a rational opponent if 
he himself would refuse such a concession were their objective posi- 
tions and their utility functions exactly interchanged.) 


IV 


For lack of space we cannot here describe our rationality postulates 
in greater detail, nor can we show how these postulates actually allow 
derivation of determinate solutions for various games. (The interested 
reader is referred to [3] [4] [5] [7] [8] [9] [10].) Instead, we shall 
only indicate some of our main results in an informal way. 

We need the following definitions. Neglecting intermediate cases, we 
shall speak of a vocal game if the players are free to communicate with 
each other, and shall speak of a tacit game if no communication is al- 
lowed. A game will be called “cooperative” if the players are free to 
make enforceable binding agreements as well as other binding 
commitments; e.g., irrevocable threats. In the opposite case a game 
will be called “noncooperative.” (Our definitions differ from the more 
usual ones in making the distinctions vocal versus tacit and coopera- 
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tive versus noncooperative mutually independent, thus permitting con- 
sideration of vocal games not allowing binding agreements, and of tacit 
games allowing binding agreements based on tacit understanding.) 

- We call a given strategy sı of player į a best reply to the other 
(n — 1) players’ strategies 51, .. ., Si-t, Sit, .. «, Sn if s; maximizes 
player #s payoff if all other players’ strategies are kept constant. We 
call a joint strategy (si, . . . Sn) of the n players an equilibrium point 
if every player’s strategy in it is a best reply to the other players’ ` 
strategies. 

We call a joint strategy stable if an agreement by the players to 
adopt this joint strategy would be self-enforcing, or at least would be 
enforced and made binding by the rules of the game. In a cooperative 
game every possible joint strategy will be stable (because all agree- 
ments by the players would have full binding force). In a noncoopera- 
tive game only an equilibrium point can be stable (because agreements 
will be kept only so long as no player has an incentive to default) .‘ 


V 


In any particular game the players usually have to solve the follow- 
ing problems: 

1. The stability problem; i.e., the problem of identifying the set S 
of all stable joint strategies available to them. 

2. The efficiency problem; i.e., the problem of finding the set E of 
efficient stable joint strategies, defined as those stable joint strategies 
which could not be replaced by other stable joint strategies to all 
players’ common advantage. Any payoff vector u = (Hı, ..., U») COT- 
responding to some efficient stable joint strategy will be called an “eli- 
gible” payoff vector. 

3. The bargaining problem. Different players will have opposite 
preferences among the various eligible payoff vectors of the game. The 
bargaining problem is the problem of agreeing on one unique eligible 
payoff vector # out of the set #* of all eligible payoff vectors. 

4, The strategy-coordination problem; i.e., the problem of agreeing 
on one unique joint strategy for achieving the payoff vector u already 
agreed upon. (This is a real problem only in tacit games.) 

In cooperative games each player can strengthen his bargaining po- 
sition by committing himself to use certain damaging strategies, called 


‘In actual fact, being an equilibrium point is only a necessary condition for stability 
but is in itself not a sufficient condition. If a joint strategy is an equilibrium point, then 
no player will have a positive incentive to switch over to a different strategy, but he 
may not have a positive incentive not to do so, either. Therefore, only equilibrium points 
satisfying certain additional stability conditions will be really stable [8] [9]. 
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“threat strategies,” against the other players if no agreement were 
reached on the payoffs of the game and a conflict situation arose. In an 
n-person cooperative game he can strengthen his bargaining position 
also by joining coalitions; i.e., by agreeing to cooperate with some 
players against some other players in such conflict situations. There- 
fore, in these games the bargaining problem gives rise to one or both of 
two further auxiliary problems for each player; viz., the problem of 
- optimal threat strategies and that of optimal coalitions. 

In some games there is only one stable joint strategy (e.g., in a non- 
cooperative game containing only one stable equilibrium point). In 
other games, even though there may be several stable joint strategies, 
only one of them is efficient, or at least all efficient joint strategies 
yield the same unique eligible payoff vector. In such games there is no 
bargaining problem. In all other games the solution of the game de- 
pends primarily on the solution of the bargaining problem. 


VI 


The bargaining problem can be approached from two rather 
different standpoints. One can ask the ethical question of what particu- 
lar outcome would represent a “fair” solution (in terms of some moral 
criteria) [1] [16]. Or, one can ask the specifically game-theoretical 
question of what outcome will emerge if all parties follow their own 
interests in a rational manner. Our own analysis tries to answer this 
second, specifically game-theoretical, question. 

Accordingly we shall assume that one player will make concessions 
to another, not because he feels some moral commitment to do so, but 
rather because he thinks it would be too risky, from his own point of 
view, to refuse these concessions. (We do not necessarily assume that 
the players pay no attention to moral considerations. But we assume 
that each player’s utility function will already take account of any 
utility he may assign to moral values of any kind.) 

Our analysis of the bargaining problem primarily tries to decide 
under what conditions a given player can or cannot rationally expect 
another intelligent player to make him a concession. As an answer to 
this question, our rationality postulates yield a decision rule identical 
to a decision rule for bargaining behavior first proposed by Zeuthen 
[20], which we call “Zeuthen’s principle.” Roughly speaking, the 
principle asserts that the answer depends on the highest risk (i.e.; the 
highest probability of a conflict) each player would be willing to face 
rather than accept his opponent’s terms. (This highest risk a given 
player is willing to face can itself be computed on the basis of the ex- 
pected-utility maximization postulate.) 
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More particularly, of two players the one more willing to risk a 
conflict (the one willing to face a higher probability of a conflict) can 
reasonably expect a concession from the other player, while the one 
less willing to risk a conflict cannot expect a concession from his oppo- 
nent and has to make himself a concession if a conflict is to be avoid- 
ed. 

In the case of two-person cooperative games, it can be shown that ` 
Zeuthen’s principle leads to the Nash solution [3] [13] [15]. As ° 
Nash has pointed out, once we have a solution for the bargaining prob- 
lem, the solution for the problem of optimal threat strategies is quite 
immediate. Intuitively speaking, Nash’s definition for optimal threat 
strategies represents the best compromise between trying to maximize 
the costs of a conflict to the opponent and trying to minimize the 
costs of a conflict to oneself. 

As has been mentioned, classical economic theory cannot specify the 
variables determining the outcome of a bargaining situation. In con- 
trast, the Nash solution predicts that the solution will depend: (1) on 
each player’s attitudes toward risk, as expressed by his cardinal utility 
function, and in particular on his willingness to risk a conflict rather 
than accept less favorable terms; and (2) on each player’s ability to 
cause damages to the opponent in case of a conflict, and on the costs to 
him of causing these damages. l 

The Nash-Zeuthen theory enables us to avoid various common falla- 
cies in the analysis of bargaining situations. One is the assumption that 
our opponent will accept any deal so long as this deal would still be 
better for him than facing a conflict would be." (This would mean that 
we could reasonably expect all concessions to come from our oppo- 
nent—as if he were the only one of the two of us who had an interest 
in avoiding a conflict.) 

Another is the assumption that a rational bargainer will never make 
a threat which would commit him to a conflict strategy damaging not 
only to the opponent but also to him himself—even though such a 
threat can greatly improve the terms he can extract from his opponent. 
(For instance, it has been argued that a union can never rationally 
commit itself to a strike likely to result in a net loss to the union and 
its members.°) 

Both fallacies represent misapplications of the utility-maximization 
principle, whose precise interpretation involves many pitfalls in bar- 
gaining situations. 

8 This assumption I have called the “blackmailer’s fallacy” [6, p. 74]. 

*For instance [12, Chap. VII]. 
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VI: 

In the case of n-person cooperative games, our theory leads to 
different solution concepts, depending on the. communication facilities 
open to the players. 

If the communication facilities among the players have no bias in 
favor of any particular group of players, then according to our theory 
_ all possible (2”—1) coalitions will be operative simultaneously in the 
game; that is, the members of every possible coalition will cooperate in 
protecting their common interests against the rest of the players. 
Hence each player will be a member of a large number of mutually in- 
tersecting coalitions and will tend to side with different coalitions on 
different issues. Thus, our model resembles what political scientists 
call the “pluralistic” model of society. 

Under this assumption of unbiased communication facilities, our 
theory leads to a solution concept which is at the same time an n-per- 
son generalization of the two-person Nash solution, and also a general- 
ization of a thodified form of the Shapley value [7] [15] [18]. 

In contrast, the Von Neumann-Morgenstern theory and many other 
game-theoretical approaches lead to solution concepts based on the as- 
sumption that the players will form two or more disjoint coalitions 
(each of which may itself again possibly consist of two or more dis- 
joint subcoalitions, etc.). This means that only a small subset of all pos- 
sible coalitions will be operative in any particular game. Under our 
theory, such coalition structures can arise only if the communication 
facilities among the players are biased—in particular, if some players 
have an opportunity to negotiate a coalition agreement before the 
other players could make counteroffers to them. 

For instance, in a symmetric three-person game with unbiased com- 
munication facilities, all three players will obtain the same payoff. 
Only if these facilities are biased and permit two players to reach an 
agreement before the third player could intervene will the solution be 
based on two of the players forming a two-person coalition against the 
third player and obtaining a payoff advantage over him. This follows 
from the general principle that any asymmetry among the players in 
the outcome must be explained by some asymmetry in the antecedent 
conditions—in this case in the communication facilities open to the 
players. a 

Finally, in the case of noncooperative games, the task of the players 
is to agree by bargaining on one particular equilibrium point satisfying 
the appropriate stability and efficiency requirements. Here (even if the 
game is an #-person one) the coalition problem does not arise, and so 
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the bargaining problem can be analyzed simply in terms of Zeuthen’s 
principle [8] [10]. 
VIII 

We now have to say a few words about the analysis of conflict situa- 
tions under our theory. In everyday language the term “conflict” may 
mean one of two things. It may mean a simple absence of cooperation 
(even in cases where no profitable cooperation is possible between the * 
players at all): in this sense any two-person constant-sum game al- 
ways represents a conflict situation. 

More interesting is the other meaning. Here “conflict” refers to a situ- 
ation where the players make no use, or make no full use, of some 
known and mutually profitable opportunities for cooperation. In this 
sense a conflict exists whenever the players’ actual strategies represent 
an inefficient joint strategy (even though they know they would have 
some more efficient strategies). 

Under our theory, a conflict in this-second sense among rational 
players can arise only in the following cases: 

1. In a cooperative game it can arise only if the players insist on 
mutually incompatible demands as a price of their cooperation—this 
again can happen only if they do not know one another’s utility func- 
tions and strategical possibilities (since otherwise they could always 
avoid making mutually incompatible demands simply by asking for no 
more than the payoff the solution of the game assigns to each of 
them). 

2. In a noncooperative game the players may have to forego the use 
of efficient joint strategies also because these strategies may be 
unstable; in other words, because they may have good reasons not to 
trust one another to abide by any agreement involving the use of these 
strategies. This is often called the “Prisoner’s Dilemma” case. 

3. The players may use what an observer considers to be an 
inefficient joint strategy; yet from the players’ own point of view this 
may not be an inefficient strategy at all, because their real payoff tar- 
gets may be different from-what the observer thinks them to be. For 
instance, in a two-person game the observer may think that both play- 
ers want to maximize their money gains while in actual fact each of 
them may want to maximize the difference between his own gain and 
that of his opponent. Thus what may look like inefficient strategies in 
a non-zero-sum game may be in fact very efficient strategies in the 
zero-sum game which the players are actually playing.” 

* Though in this case the players’ strategies will not represent a conflict in the second 


sense of the word, they will correspond to a conflict in the first sense, I owe the example 
to Professor Lawrence Fouraker. 


19. 
20. 
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ENTRY BARRIERS IN POLITICS 


By Gorpon ToLiock 
University of Virginia 


The question, “What is the difference between a political party and 
a department store?” sounds like a riddle, but I suggest it as a serious 
subject for inquiry. The two types of organization clearly are very 
different, and specifying the differences is a good exercise for an econo- 
mist who is interested in applying the tools of his trade to the study of 
politics. The subject of this paper came to me while I was engaged in 
just this exercise (which may or may not be regarded as a recom- 
mendation). One of the conspicious differences is that the department 
store will normally own its own plant, while the political party does 
not. The political party may, of course, own some office furniture, but 
this is only a tiny part of the capital that it will use to serve its cus- 
tomers if it is successful in the competitive struggle. This difference 
between the political party and the department store is such an ob- 
vious one that, like the purloined letter, it is almost invisible. We are ~ 
also so accustomed to it, that a question as to why it should exist may 
seem eccentric, but, as I hope to demonstrate, it has an economically 
interesting answer. This is one field where an essentially. political prob- 
lem can be treated entirely as an economic problem, specifically as an 
example of the problem of controlling natural monopolies. Looked at 
in this way, we will see that there is a method of controlling natural 
monopolies which has not been much discussed by economists but 
which has been in use by practical men for many years. 

Three techniques are normally suggested for dealing with natural 
monopolies: we can leave them alone, letting their managers do as they 
wish, we can subject them to regulation, or they can be publicly owned 
and operated. If you will bear with me in considering the government 
itself as a natural monopoly, it will be obvious that none of these tech- 
niques are suitable for dealing with it. Leaving the monopoly alone, 
which if we are talking about government means a despotic state, is 
not at all impossible. In fact, this has been by far the commonest way 
of handling the problem if we consider the whole of man’s history. I 
suspect, however, that there is no one in this room, no matter how de- 
voted to laissez faire, who will advocate this solution for this type of 
natural monopoly. In a sense the whole point of democracy is to pre- 
vent this sort of “free enterprise.” 
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If the extreme libertarians will not favor free enterprise, it is also an 
area where devotees of dirigismé will not favor controls. It is, of 
course, a little hard to see who would do the controlling in this case, 
and who would control the (presumed) monopoly of controlling would 
be even harder, but I doubt that any democrat, no matter how devoted 
to planning and controls, would favor controls even if these technical 

problems could be solved, This is one area where we all favor unres- 
` trained consumer sovereignty. The preoccupation which economists 
have had since Bentham with improving the information of the parties 
to a transaction would not be out of place in this area. Efforts to pre- 
vent direct fraud would also seem to be sensible, although experience 
seems to indicate that little can be done on these lines. But these are 
the same sort of things which we hope for in purely competitive indus- 
tries, not measures to control ‘a monopoly. The third alterna- 
tive—public ownership and operation—raises difficult problems of 
definition. It is not at all clear what a proposal to subject a successful 
political party to public ownership and operation would mean. The 
government surely is publicly owned already, and whether it is public- 
ly operated depends upon the definition of public in this particular 
usage. I am inclined to think that our present set of institutions could 
best be described as public ownership with private operation. 

One of the handy definitions of government is “the monopoly of 
force.” Those of us who have been engaged in what we call synerget- 
ics—or the present invasion of political theory by economists—have 
begun to wonder whether the force really must be monopolized. There 
seem to be a surprising number of private policemen in New York, and 
a good deal of our national defense establishment is handled by private 
companies under contract. It may be that some governmental activities 
are not so necessarily monopolistic as has been generally thought. 
Leaving this problem aside, however, clearly a good many of the activ- 
ities undertaken by governments are natural monopolies, Further, 
under democratic procedures, the elected members of the government 
always exercise a sort of monopoly due to the simple fact that there is 
only one set of them elected. Judge Smith has a monopoly representing 
Charlottesville, Virginia, in the House of Representatives. A small 
group of rather estimable gentlemen have a monopoly of governing the 
city of Charlottesville, and Mr. Johnson has a monopoly of a whole 
set of governmental activities. The situation is, perhaps, clearer in a 
parliamentary government where a single party or coalition has com- 
plete control over all governmental activities. The natural monopoly 
here comes from a technological consideration which amounts to a very 
strong economy of scale: only one majority can exist at a time. 
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Let us now consider this problem simply as one in economics.’ Sup- ` 
pose we have an industry, say cement manufacturing, in a small, iso- 
lated country in which economies of scale are strong enough so that a 
company having more than half of the market could operate on a lower 
cost level than any smaller competitor. Further, to make our analogy 
complete, assume that the cost advantage would continue up to full 
market control by one company. If the industry is a vital one where we 
fear the results of simply leaving it alone, if regulation is ruled out, 
and if public control is impossible, what can we do? 

The problem, of course, is simply an extreme entry barrier. Presum- 
ably a competitor could come in and drive the present occupant of 
the market into bankruptcy by violent competition, but it would be an 
expensive and risky thing to do. The competitor would have to build a 
new plant and invest a good deal of funds in the staying alive through 
the cutthroat competition phase, and he would have no assurance of 
winning out, let alone making enough from the ensuing monopoly to 
pay him back for his expenditure. Clearly the company in occupation 
of the natural monopoly would not be completely free from restraints, 
but equally clearly only really monumental inefficiency would really 
much endanger its position.” 

Looked at from the standpoint of the public of the small island 
country, this situation would clearly be unsatisfactory, but we have 
barred them from the traditional remedies. There remains an alterna- 
tive. They could build or buy a cement plant and periodically put its 
operation up to auction. In its simplest form this auction could require 
as a bid simply the price which the entrepreneurial company would 
charge for cement during the coming year. The lowest bidder would 
get the right to operate the plant. This, of course, would leave open to 
the operator letting the plant run down through undermaintenance. We 
might deal with this problem by having the small country specify the 
amount and type of maintenance which would have to be undertaken 
during the year before the bidding. This, however, would involve par- 
tial management of the plant by the country, and in any event it is not 

1 Given the title of my paper and the nature of this panel, it would have been im- 
possible for me to conceal the political basis of the problem. In private conversations with 
several economists I have presented the problem in much the same terms as the next few 
pages but without giving them any idea of the “industry” under consideration. They have 
normally accepted the argument and the solution I propose on purely economic grounds. 
Thus it is experimentally established that the problem can be solved in economic terms 
even though it arises in political systems. 

*The analogous problem in economics has received considerable attention recently. 
Perhaps the best discussion is in Joe S. Bain, Barriers to New Competition (Harvard, 
1959). More recent work has included William H. Martin, “Potential Competition and 
the United States Chlorine-Alkali Industry,” J. Ind. Econ., July, 1961; Elizabeth Brun- 


ner, “A Note on Potential Competition,” J. Ind. Econ., July, 1961; Franco Modigliani, 
“New Developments on the Oligopoly Front,” J.P.E., June, 1958. 
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much like what goes on in the political sphere. Another procedure 
would be to have the bid include not only the price at which the ce- 
ment was to be sold but also statements about maintenance, introduc- 
tion of improvements, etc. The entrepreneurial group who would be 
permitted to operate the plant would be selected on the basis of a judg- 
ment as to which of these rather involved bids was, in all-around 
, terms, the best. Naturally this complicated type of “bidding” raises 

difficult problems of judgment, but in the governmental case it is hard 
to see any alternative which is superior. This is, in fact, the type of 
complex judgment which we normally make in market transactions. In 
buying a car I cannot simply choose the cheapest; I must balance one 
package of attributes including a price against another. The choice of 
the best “bidder” would be similar. The principle difference would be 
the unenforceable nature of the promises made by the political “entre- 
preneurs.” , . 

Putting the whole transaction in strictly economic terms, we have an. 
industry with an extremely high entry barrier. Public provision of the 
capital plant artificially reduces that barrier. With the new lower bar- 
rier, competition and potential competition will enter much more 
strongly into the calculations of the present management than it would 
without this reduction. The small island community could depend upon 
the cost of its cement being considerably lower than under laissez 
faire. The problems that would arise would be, essentially, problems of 
consumer judgment for a complex product and problems of aggregat- 
ing preferences. The situation would be one of monopoly only insofar 
as there was a remaining entry barrier even when the plant was pro- 
vided. Ignoring the latter class of problems for the moment, decisions 
as to which of the “bids” was best would be similar to ordinary con- 
sumer choice in principle, but more complex in practice. A genuine 
technical judgment on the desirability of the replacement of some 
given machine in this period or the next would be necessary in some 
cases. Whether replacement of present equipment by new would be 
worthwhile would unfortunately be a decision that the “consumer” 
would have to make. In the recent campaign the desirability of certain 
capital investments for our military machine was an issue. Further, 
these decisions have to be made prospectively, not retrospectively. If 
I am considering buying a Chrysler with a turbine engine, I can at 
least look at and try an existing car just like the one I would buy. This 
would not be so with our cement plant if new equipment were pro- 
posed. Thus we could and should anticipate less successful judgment 
of the bids than we find in more normal market situations. This is, of 
course, realistic. It is true that most people’s judgment on whether the 
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Republicans or the Democrats will serve them best is less accurate 
than their judgment on the same question about a car they are think- 
ing of buying. : 

The problems of aggregating preferences simply complicate the situ- 
ation further. They make the judgment of the consumers even less 
skillful. The fact that this judgment is a relatively poor one raises 
some special problems. It is sensible for the entrepreneurs who are bid- 
ding for the use of the plant to take the relatively uninformed state of ° 
the people who will judge the bids into account. Deception and distor- 
tion will be easier under these circumstances than in the marketplace. 
As one example, let us consider the so-called “going concern” value of 
the plant. If a new group takes over the plant, it will normally be more 
efficient for them to retain most of the labor force and lower manage- 
ment rather than hire and train new personnel. If the bids were sub- 
mitted to highly qualified personnel for judgment, no doubt they would 
be able to require performance which could only be reached by highly 
efficient operations, and hence the workers and lower management 
would be taken over by the new group of entrepreneurs. If, however, 
the people making the judgment as to which bid was best were not 
highly qualified—and the voters certainly are not—then various rather - 
inefficient provisions might be inserted into the bid. The successful en- 
trepreneurs might, for example, specify that they would work for a fixed 
fee instead of for a residual. 

This procedure might seem silly, but it is a fact that most elected 
officials do work for fixed fees. This may be simply due to the difficulty 
of computing anything comparable to a profit on the government’s op- 
erations, but it may also be because the voters somehow feel that this 
is a better system. In many types of government contracts where profit 
as a residual would seem the obvious choice a fixed fee or contract 
renegotiation has in fact been adopted, apparently to please the voters. 
But regardless of the reasons for it, this fixed fee system together with 
a system of judging bids which is not highly skilled gives the political 
entrepreneur a motive for behavior which, on the surface, would ap- 
pear to be simply inefficient. Putting people on the payroll not in terms 
of their contribution to the enterprise but in terms of their contribu- 
tion to the entrepreneur would be a quite sensible way of capturing 
profits not available under the fixed fee system. 

The obvious answer to this problem is simply improving the stan- 
dards by which the bids are judged. If the various entrepreneurs must 
submit their bids to the scrutiny of real experts (although whether ex- 
perts are actually ever this good is questionable), they would have to 
plan on the most efficient methods of management in order to beat out 
their competitors. Ruling this method out as impractical in a democra- 
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cy,” the only two expedients that seem to remain are simply to let the 
entrepreneurs do this if it pays them or give the workers and lower 
management some sort of civil service status. Both expedients have 
severe drawbacks. Since the disadvantages of a civil service system 
are, for some reason, normally not discussed, a few words on them 
might be helpful. The higher management, being unable to discharge 
the workers without some sort of elaborate procedure, will be less 
" effective. If the civil service system amounts to permanent tenure, as it 
does in the United States, then the real control that the higher man- 
agement has over the lower is apt to be much less than optimum. It 
may, of course, still be better than simply ignoring the problem. The 
purchase of goods for government use raises somewhat the same prob- 
lem, although simply requiring bidding may provide a suitable solu- 
tion. 

But to return to the subject of entry barriers and the economics of 
monopoly, the company now operating the cement plant would have 
one advantage over any group of entrepreneurs contemplating bidding 
against them for the next period. They already have a management in 
existence which has some “going concern” value of its own. The poten- 
tial competitors will have to establish such an organization simply for 
the purpose of making their bid. Thus the potential competitor will 
need to invest some resources into preparing for the competition which 
will not be required of the present operators. Although the entry bar- 
rier has been lowered by the public ownership of the plant, it has not 
been reduced to zero. This means that the existing management—and 
the competitors, for that matter—can afford to put their bid somewhat 
above the “pure competition” level because of this impediment to com- 
petition. Indeed, if the profits from managing the enterprise are small, 
which would be so either if the bid system worked very well or if pay- 
ment was by a relatively small fixed fee and side-payments were prohib- 
ited, then even a very low entry barrier might be sufficient to keep 
the effective level of potential competition low. In most modern democ- 
racies the legally available rewards of office are fairly low, considering 
the size of the enterprise. This prevents large monopoly profits but 
also eliminates the normal incentives for efficiency. Under these cir- 
cumstances competition is needed, not to prevent exploitation, but to 
keep the management on its toes. Thus we might find these entry bar- 
riers still too high and look for an expedient to lower them still further. 

Perhaps, however, it might be wise to remind ourselves of the exact 


"Tt is not, of course, necessarily impractical for small parts of the government. The 
government itself must be chosen by the voters, but it might contract for the perform- 
ance of various services by the method we are here discussing and obtain qualified ex- 
perts to judge the bids. i 
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problem we are examining. Many governmental services are natural 
monopolies, and economists are naturally apt to think of them when 
we discuss problems in ‘this general area. Our monopoly, however, is 
the government itself, not its constituent services. It is a monopoly 
simply because we can have only one cabinet, governor, mayor, presi- 
dent, or majority in a legislature. The scale advantage which acts as a 
barrier to entry is the majority voting rule‘ which provides that the 
“entrepreneurial group” which obtains half the customers can drive ` 
the other entrepreneurial group or groups out of the market. This is 
the basic reason we must depend upon potential competition rather 
than upon real competition. This is also the reason why there may well 
be only two competitors—the present occupant and a potential re- 
placement—instead of many competing “firms.” The problem of pub- 
lic policy we are discussing in this essay is insuring that the entry bar- 
rier is low enough so that this potential competition is a real restriction 
on the activities of the present occupant of the monopoly. 

The problem is that there may not be any significant potential com- 
petition. This fact is not very obvious because we normally think of na- 
tional politics, and during our lifetime there has always been an active 
opposition party." If we turn to local politics, however, we will fre- 
quently observe a complete absence of organized opposition, Char- 
lottesville, for example, has normally only one serious set of candidates 
for the city council. The job of city councilman, of course, is 
unsalaried; so the only attractions are the nonpecuniary rewards of 
office. I suspect that the pecuniary and nonpecuniary pains of running 
for.office and being beaten are, in net, much greater than the nonpecu- 
niary gains of being a councilman. It is also quite hard for a potential 
opposition individual or slate to even get his name and platform before 
the voters, let alone persuading them that it is sensible to vote for him 
or them.® Under the circumstances it is not surprising that there are 
few opposition candidates. 

The obvious way of insuring potential competition in an organized 
form would be to raise the rewards of office to a level where they 
would be worth more than the organizational costs of an opposition 

* If another voting rule is actually used, then analogous problems arise. 

*The United States has had one of the parties disintegrate, with a temporary cessa- 
tion of organized potential competition three times: the “era of good feeling,” the period 
just before the foundation of the Republican Party, and 1872 when the Democrats did 
not nominate an independent presidential candidate. 

It might be argued that the communities—and there are many of them—which are 
governed by such a system are not really democratic. The council is not really subject to 
any check unless it does something really awful. The councilmen’s principle satisfaction 
comes from “doing their duty.” If this theory is true, they would be compelled to give 
good governmen t according to their own lights, in order to get the satisfaction for which 


they hold the office. The system would really be aristocratic government with noblesse 
oblige as the operative motive. 
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group properly discounted by the risks involved. This might be quite 
expensive, and democracies have characteristically not followed this 
course of action. Compensation for electoral success—legal compensa- 
tion, anyway—has normally been quite modest. Another technique 
would be to pay a potential opposition group. In the very direct form 
of the official salary for the leader of the opposition in Britain, this 
procedure has been rare, but in a more indirect way it is the common 
* system. If quite a number of offices are put up for vote, it is fairly cer- 
tain, human nature being what it is, that one organized group will not 
get all of them. The occupants of the other offices will receive compen- 
sation’ and will also be in positions where they can fairly easily make _ 
their counterproposals to the government’s policies known to the vot- 
ers. Their actual existence and the practice of public debates in legisla- 
tive bodies makes it unlikely that the present occupants of the monop- 
oly will behave as though they had a highly secure position. Whether 
this is a cheaper way of getting a given quality of entrepreneurial abil- 
ity than offering higher rewards to those in power I cannot say, but it 
certainly works. 

Looked at from this standpoint, the purpose of providing offices for 
the opposition is to effectively lower the entry barrier by paying part 
of the organization costs of the potential entrant. Parliamentary de- 
bates have the function of simply keeping the existence of a well-or- 
ganized potential competitor continually before the mind of the gov- 
ernment and of providing publicity for the offers of the opposition and 
government for the next decision period. The system is neat in that no 
device need be introduced to select the potential competitors who will 
be supported as opposed to those who will not. The elections select 
both the government and the opposition. People who do not get elected 
at all are not supported. Further, the opposition is not motivated to 
simply settle down to professional opposition because the rewards of 
office are greater than those of opposition while the costs of trying to 
replace the present occupants of the monopoly are not significantly 
greater than the costs of simply holding on. 

It is possible to argue that this system would be more efficient if 
there were more than two competitors. The European systems with 
many parties give the government to a coalition of parties, and each 
present member of the coalition competes with each party out of office 
because it is always possible to make up a new coalition. Whether this 
really leads to more effective competition, given the fact that the coali- 
tions themselves are the governments while the voters vote for the par-- 
ties, is not at all certain. In any event, the various systems all do pro- 


"In Switzerland and a few other places this compensation is purely nonpecumiary. 
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vide for public support for the organizational costs of a potential com- 
petitor and hence keep the entry barrier low. Here is one place where 
potential competition is obviously highly effective, but only because of 
intelligent public policy. 

This paper has, in a sense, been an exercise in applying economic 
analysis to a completely noneconomic area. In our universities as they 
are now organized the subject matter of my paper, political organiza- 
tion, is taught in one department and the techniques of analysis I have ' 
employed are taught in another. It is probably for this reason that the 
rather simple and straightforward line of reasoning I have presented 
has never before been brought out. In this area, as in so many others, 
practical men have solved problems that the theorists have not even 
thought of. It seems to me that this paper is a simple but plain demon- 
stration of the need of some change of our present ways of organizing 
knowledge. Economists who are interested in politics and political 
theorists who have a command of economic tools can perform research 
which is impossible for the more traditionally trained man. This thesis 
-will not be new to the members of this panel, nor, I think, to many of 
the listeners in this room. I am, in a sense, preaching to the converted, 
but I am asking you to go out and preach the gospel to all the nations. 


DISCUSSION 


Rosert L. Bissop: In the brief time available, Professor Harsanyi has been 
able to give us only a general summary of the philosophy that underlies his 
approach to game theory, together with an outline of the broadened set of ra- 
tionality postulates on which he relies for determinate solutions to many 
classes of games that otherwise defy solution. Standing behind this summary 
treatment, however, are many previous articles and a book-length discussion 
that is in process, Having read much of Harsanyi’s work, I can testify admir- 
ingly to the great logical ingenuity that he consistently displays, even though 
I am far from being a convert to his gospel. Of all game theorists, he seems to 
be clearly the leading believer in the existence of unique solutions as based 
on an allegedly unique and compelling conception of rational behavior. By 
contrast, I must identify myself as at least a skeptic, perhaps even an agnos- 
tic. 

Harsanyi’s approach seems to me to be based on a preconception—really a 
kind of implicit axiom—that any given game has a unique solution. Then, if 
it is not solvable with rationality postulates already at hand, new ones are 
added until they are sufficient for the game in question. This resolution of the 
problem is then rendered definitive by a kind of terminal axiom that says, in 
effect, that all other considerations (or variables) are irrelevant. In this man- 
ner, what were hitherto just sufficient conditions for a solution become neces- 
sary as well; and the possible claims of alternative conceptions of “rationali- 
ty” are thus effectively dismissed. In my own view, Harsanyi rationality is 
not so unique or compelling as to be clearly superior to some alternatives, 
especially in games involving bargaining or “strategic interaction,” where the 
rationality must be mutual. 

Only a severely selective sampling of my misgivings about some of Har- 
sanyl’s conclusions can be mentioned or illustrated here. Those misgivings are 
pervasive indeed; and they even include heresy as to that major article of 
faith among orthodox game theorists, the overriding relevance of Von Neu- 
mann-Morgenstern utilities. Thus I would not castigate as irrational a person 
who deliberately refuses to maximize expected utility, as may well be the case 
if he finds a utility or disutility in the mere sensation of risk, apart from the 
utility of the objective outcome of the gamble. To the lottery player or social 
gambler, for example, there may be utility in the dream of “what might be,” 
even when it does not come true; or, after the fact, there may be a disutility 
in the regret over “what might have been,” which is quite capable of interfer- 
ing with expected utility maximization before the fact. Even more doubtful, 
to me, are some of the ways that utility properties are supposed to affect the 
outcome of Harsanyi-rational bargaining. For example, if two bargainers 
agree to divide $10 equally, despite an asymmetry .of their utility functions, 
that would violate Harsanyi’s canons but not mine. In general, it would not 
violate my own rather relaxed criteria of passably rational behavior if bar- 


gainers seemed to be invoking notions of “fairness” in their negotiations, or 
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even some improvised notions as to an interpersonal comparison of their utili- 
ties (which must be firmly excluded according to Harsanyi). 

In noncooperative, variable-sum games there is sometimes a unique, mixed- 
strategy equilibrium point where, with each person playing his minimax strat- 
egy, the payoff of each is the same as that yielded by his maximin strategy. 
In such cases, Harsanyi prescribes maximin strategies as the rational ones, 
even though each player would have a better strategy in response to the 
other’s maximin. This seems to me very questionable. 

Harsanyi also has a distinctive notion that any -person game, in which 
alternative coalitions are relevant, has a uniquely rational solution subject to 
a specification that all possible coalitions are “operative simultaneously.” 
This is perhaps his most venturesome (and most debatable) gambit in his de- 
termined search for a unique solution, no matter what the character of the 
game. It is interesting to note Professor Tullock’s rather casually expressed 
opinion to the contrary: “Only one majority can exist at a time.” 

I concluded my discussion in Chicago with a small experiment testing the 
Harsanyi rationality of some twenty-odd members of the audience. The fol- 
lowing double matrix of payoffs in a two-person bargaining game was put on 
the blackboard: 





Cr Gis Ca 


Of each pair of payoffs, the first is Row’s and the second is Column’s. It was 
suggested that the numbers might be visualized as dollars, but preferably also 
as utilities (as they could justifiably be interpreted to be if the amounts of 
money are small enough so that any curvilinearity of the players’ utility 
schedules can be ignored). It was emphasized that Row’s three strategies, R, 
to Rs, range from cautious to bold—as do Column’s strategies, C, to Cs. 

Persons in the first few rows on one side of the room were asked to assume 
the role of Row, and a comparable number on the other side were similarly 
assigned the role of Column. Although the game was to be played only once 
as a tacit, two-person affair, it was specified that each person’s hypothetical 
payoff was to be calculated as if he were playing the game simultaneously 
with each of the players on the opposite side of the aisle. 

The reader is invited, as the actual players were, to decide now which R or 
C strategy he would select. Clearly, each of the three outcomes (5,2), (4,4), 
and (3,6) is an equilibrium point; and each is also Pareto-optimal. The out- 
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come (4,4), besides implying equal payoffs, has the “prominence” of a cen- 
tral position in the payoff matrix; and it also yields a payoff for each player 
midway between the maximum and minimum that he would receive at the 
other equilibrium points. These considerations happen to qualify (4,4) as the 
solution under two “arbitration rules” that Raiffa has proposed. On the other 
hand, the Nash-Zeuthen-Harsanyi solution is (3,6), because the product of 
those payoffs is maximized. Those payoffs also happen to add up to the larg- 
- est sum, though this would be irrelevant as far as the latter theorists are con- 
cerned. 

In point of fact, the subjects ae our meeting plumped ea for 
the (4,4) solution. The frequencies of the Row and Column strategies, to- 
gether with the implied total and average payoffs for each player for each 
possible strategy, were: 











Strategies Rı Rs Ry C 
Frequencies........ 0 10 3 0 
Total payoffs....... 42 52 0 26 
Average payofis 3 3.71. 0 2 | 





I must confess that these results were even more one-sided than I had antici- 
pated. Only one player out of the twenty-seven made the “rational” choice 
according to the Nash-Zeuthen-Harsanyi theory; and he, choosing Ca, at a 
zero payoff because not even one Row player chose Ry. 


Jesse W. Marxuam: The three papers before us for discussion range in 
subject matter from the definition of a bureaucrat to the specification of vari- 
ables determining the outcome of bargaining and conflict situations. Nev- 
ertheless, out of this heterogeneity emerges a single intent on the part of the 
authors to apply the analytical constructs of the market economy to nonmar- 
ket decision making. Harsanyi’s effort might be a slight variation on this gen- 
eral theme: game theory was originally applied to nonmarket game situa- 
tions, later to oligopoly, which I assume qualifies as a market situation, and 
for some time now has been applied with equal alacrity and agility to such 
wide ranging social problems as “prisoners’ dilemmas”. and the design of an 
optimum strategy for husbands to use against their wives in cases of forgot- 
ten birthdays and wedding anniversaries. My comments, addressed to all 
three papers, are directed much less to what was said than to what was left 

Since I have already referred to Harsanyi’s provocative paper and reside in 
the undisputed intellectual cradle and possibly still the capital of game theo- 
ry, I shall begin here in spite of my tremendous handicap of knowing virtual- 
ly nothing about the subject. Harsanyi asserts that classical economists failed 
to furnish determinate solutions in game situations.and were especially wide 
of the mark in dealing with the complex problem of duopoly. He charges 
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Cournot with having purchased determinacy at the high price of attributing 
implausibly irrational behavior to his duopolists: (1) persistence in the same 
mistaken expectations about each other’s behavior in the face of contrary ac- 
tual events, and (2) no attempt at collusion when such a course would ob- 
viously have made each duopolist better off. Harsanyi overlooked, or at least 
failed to mention, the Chamberlinian small-number oligopoly model which 
was successfully designed to overcome both of these weaknesses, although it - 
may have contained others. 

But the principal problem I have with Harsanyi’s paper is the apparent | 
wide difference between the theoretical potentialities and the demonstrated 
capabilities of the many variants of game theory to handle market, bargain- 
ing, and conflict situations. I shall confine myself to his one practical illustra- 
tion. Given his situation where the seller’s reservation price is $20,000 while 
the buyer’s highest demand price is $30,000, classical economic theory, Har- 
sanyi concludes, can predict only that the price will lie between $20,000 and 
$30,000, In contrast, game theory provides determinate predictions, and all 
one has to do is make specific assumptions about (1) the participants’ utility 
functions, (2) their strategical possibilities, which in turn involve assump- 
tions underlying each player’s expectations concerning the other players’ strat- 
egies (which may be represented by rationally chosen subjective probabili- 
ties), and (3) the information available to them, Clearly, a game theory 
model’s capacity to predict some unique price between $20,000 and $30,000 
depends on the assumptions we make about a wide variety of factors, and it 
is not obvious that those we make apply equally to all players randomly 
selected; e.g., their willingness to risk conflict. It is therefore not entirely ob- 
vious that game theory permits analysis of all the duopoly, oligopoly, bilater- 
al monopoly, bargaining, and political power situations Harsanyi lists without 
making certain arbitrary assumptions about people’ s behavior, the deficiency 
he ascribes to classical models. 

Tullock’s main point that the economic concept of barriers to entry can 
profitably be applied to political situations could, I believe, have profited 
from the use of some of Harsanyi’s analytical tools. His point is that in hold- 
ing down entry barriers confronting other parties we (the public) secure for 
ourselves responsible government by the “monopolists” (party in power) 
through the beneficial pressures of potential competition. Since democratic 
systems provide for public support of political parties, we have an intelligent 
public policy that keeps entry barriers low. But does this necessarily follow in 
cases of two (or more) party systems where barriers may be relative rather 
than absolute? If voters (or, more correctly, contributors to political parties) 
reason that contributions to the “in” party yield a bigger payoff (a higher ex- 
pected utility) than if made to the “out” or “potential” party, the “war 
chests” of the “in” party may become insuperable barriers whereas a public 
policy levying a special tax on party contributions may simply make entry 
difficult but relatively easier. 

Downs’s paper unfortunately lists without developing the major and minor 
hypotheses of his theory of bureaucracy, and sets forth the five ““Downs’s 
Laws” without deriving their respective proofs. In their abbreviated form 
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they fall short of attaining their purposes of enabling us better to understand 
the operation of bureaus and make more accurate predictions about their be- 
havior. 

A final comment on the more general problem to which the three papers are 
addressed. In all societies a choice must be made as to which activities will be 
assigned to the market for solution and which will be solved by nonmarket 
criteria. Market solutions are typically imperfect, but when we observe the 

. frightening possible consequences of nonmarket decision making, we are like- 
ly to accept the solutions of reasonably competitive markets with renewed — 
faith, and urge, as it seems to me Tullock does, that they be used more exten- 
sively and for a wider range of social problems. 


ECONOMIC THEORY AND NONPROFIT 
ENTERPRISE 


SOME PROBLEMS IN THE ECONOMICS OF HOSPITALS: 


By M. W. REDER 
Stanford University ` 


Because I possess neither the factual knowledge nor the expository 
skill requisite to encompass the subject in the 3,300 words I have been 
allotted, I shall consider but one of its aspects: the behavioral and pol- 
icy implications of the fact that hospitals are for the most part non- 
profit institutions. Hospitals differ in ownership, degree of specializa- 
tion, type of care furnished, etc. While my remarks have relevance to 
other types of hospitals, their immediate reference is to the voluntary, 
short-term general care hospital. In restricting reference to hospitals of 
this kind I exclude the government-owned and the proprietary (and 
presumably profit seeking) institutions; hospitals providing long-term 
invalid care or care for the mentally ill are excluded also. 

In short, the ideal type “hospital” of which I speak is a private non- 
profit public service corporation aiming both to be solvent and to pro- 
mote public health. The hospital attempts to raise capital for expan- 
sion and improvement of services mainly from private benefactions 
and/or governmental contributions of one kind or another; to only a 
limited extent is it able to earn and retain profits from the sale of its 
services. In this paper, I shall not presume to recommend specific mea- 
sures to promote the more efficient utilization of resources by hospi- 
tals. Rather, I shall confine my remarks to indicating some of the ob- 
stacles to efficient use that are associated with their institutional struc- 
ture. 


The Socially Optimal Stock of Hospital Facilities 


Obviously we must attempt to define “social optimum.” To the ex- 
tent that investment in hospital facilities is private there might appear 
to be no special problem; i.e., endowing hospitals is a form of personal 
consumption and no more subject to social criticism than any other 
form. However, public authorities wish to know how may beds are 
“needed” and what part of this need they “should” supply, and private ` 
donors appear to obtain satisfaction by behaving as though they were 
using their resources so as to maximize some index of public health. 

While it would not be easy to specify a public health index and re- 
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late it to investment in hospital facilities, that task would be far sim- 
pler than the one required by the question under discussion (to deter- 
mine the socially optimal stock of hospitals). This is because it is gen- 
erally agreed in the literature that the pattern of utilization of hospital 
facilities reflects a wide variety of influences other than those normally 
subsumed under the term “medical necessity.” It seems quite clear 
that whether a person is hospitalized depends upon his economic situa- 

‘tion, the type of care he can obtain outside the hospital, and the 
availability of a hospital bed, as well as upon the diagnosis. This is not 
necessarily a bad state of affairs; it reflects the desire of many doctors 
to consider the welfare of the “whole patient” and not merely his med- 
ical needs—if indeed the two can be effectively separated. But it does 
create serious actuarial problems for purveyors of hospital insurance 
and definitional ones for planners seeking a measure of the need for 
hospital facilities. 

As so often happens in matters of serious practical import, lack of a 
definition has not precluded measurement. A number of estimates of 
need for hospital facilities has been made; the most commonly sug- 
gested target for supply of general beds relative to the general popula- 
tion is 4.5 to 5.0 general beds per thousand population.’ A more sophis- 
ticated approach to the problem of measuring bed needs is taken by 
Rosenthal who has estimated a demand function for beds from cross- 
sectional regressions of (several aspects of) bed usage among states 
upon corresponding state levels of hospital room rates, hospital insur- 
ance coverage, income, age composition, sex composition, education, 
percentage of single persons, etc.?, From this demand function and a 
need criterion (ie., bed supply is adequate only if the probability of 
all beds being filled on a given day—and presumably of some patients 
being forced to queue—does not exceed .01) he deduces an estimate of 
bed demand for each state.* Then, by assigning “optimal” values to 
those variables (e.g., hospital room rates and lack of insurance cover- 
age) that are indicators of economic disincentive to use hospital facili- 
ties, he computes from his demand function and need criterion the 
effective demand for beds that would arise if all states had such low 
hospital charges and extensive insurance coverage as the most fortu- 
nate among them.* 

Although Rosenthal’s work represents an important advance over 

1G. D, Rosenthal, “The Demand for General Hospital Facilities,” Hospital Monograph 
Series No. 14 (American Hospital Asso., Chicago, 1964), pp. 12-13. Also J. Palmer, Measuring 
Bed Needs for General Hospitals: Historial Review of Opinions with Annotated Bibliog- 
raphy (U.S. Public Health Service, 1956). 

Rosenthal, op. cit., Chap. 4 and 5. i 

* Ibid., Chap. 6. 

‘ Ibid., Chap. 9. 
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previous studies, it still does not provide us with an acceptable esti- 
mate of the need for hospital beds. The main reason for this is the in- 
terrelation of demand and supply for beds in given communities. It is 
frequently stated, with considerable supporting evidence, that when 
available hospital beds increase, ceteris paribus, doctors tend both to 
_hospitalize patients more readily and also to keep them in for longer 
periods." In its extreme form, this argument amounts to a Say’s Law for 
hospital beds; i.e., supply creates its own demand. Rosenthal success- 
fully refutes this version of the argument by showing that when the 
variables reflecting demand are held constant, a pressure index (on 
hospital facilities) varies inversely with supply (as indicated by beds 
per 1,000 population).* That is, ceteris paribus, an increase in supply 
does not create such an increase in demand as to leave the “pressure 
index” unchanged. However, this does not cast doubt on the proposi- 
tion that an exogenous increase in supply would lead to some increase 
in demand for beds; therefore, we do not have a way of deriving the 
“medical need” for hospital facilities from observations on their use. 
The ambiguity of “need for hospital facilities” stems from the inter- 
relation of demand for hospital facilities and other goods. Under cer- 
tain circumstances, doctors will prescribe hospital care more readily 
for poor patients than for rich. One important reason for this is that 
medical considerations require a higher rate of real per capita con- 
sumption by the sick than society is prepared to guarantee to the eco- 
nomically inept when well. To increase the rate of transfer payments 
to the sick poor, it is frequently necessary to hospitalize them. The ex- 
tent to which doctors can indulge this proclivity to stimulate income 
transfers is the greater, the greater the availability of beds for non- 
acute conditions; hence the intercorrelation of demand and supply of 

beds. i 

The Optimal Use of Facilities 


The impact of nonmedical factors upon rates of hospitalization ob- 
viously may generate overutilization by some patients and underutili- 


“A good introduction to the literature on hospital use is “Conference on Research in 
Hospital Use,” Jan. 22-23, 1963, Chicago (U.S. Dept. of Health, Education and Welfare, 
Public Health Service, 1963). Also, see, “Research in Hospital Use: Progress and Prob- 
lems” (U.S. Dept. of Health, Education and Welfare, Public Health Service, 1962); 
H. E. Klarman, “The Increased Cost of Hospital Care,” in The Economics of Health and 
Medical Care (Ann Arbor, Mich., 1964), pp. 227-54, and M. I. Roemer and M. Shain, 
“Hospital Utilization Under Insurance,” Hospital Monograph Series No. 6, (American 
Hospital Asso., Chicago, 1957). These sources make extensive reference to the burgeoning 
literature of the field. Also, “Hospital Utilization Studies: Selected References Annotated” 
(U.S. Dept. of Health, Education and Welfare, 1962). 

* Op. cit., Chap. 7. 

"Rosenthal himself points out (footnote to p. 61) that supply and demand for beds 
peg substantially Iintercorrelated after allowing for the effect of all the demand vari- 

es. 
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zation by others. Deciding on what constitutes over and/or under, as 
distinguished from appropriate, utilization is a difficult matter requir- 
ing medical decisions as to the boundaries between appropriate and in- 
appropriate use. Despite the difficulties, a number of studies have been 
made whose general conclusion is that from 10 to 20 percent of the 
hospital patients on a given day did not need to be there for medical 
_Teasons.® l i l 

The relevant percentages varied from one study to another for a va- 
riety of reasons. In addition to the possibility of medical incompetence 
and patient chiseling, there is the important element of difference in 
physician-view as to proper length of stay; this appears to vary con- 
siderably from one region of the country to another, as well as between 
countries, for a given diagnosis. There is also reported a tendency for 
hospitals with empty beds to pressure their staffs to get them more busi- 
ness.? Another cause of overuse is the tendency for partial shutdown 
of laboratory and surgical facilities over the weekend so that persons 
entering on Friday sometimes are hospitalized for two unnecessary 
days. Conversely, patients are occasionally retained until the week- 
end so that there will be someone to care for them when they get home. 
However, there is evidence of underuse, also. In the Michigan study of 
hospital use it was found that while 9.6 percent of the discharges 
studied were adjudged to represent overstays, 6.8 percent represented 
understays.** 

One of the important reasons for the overuse of facilities is the ab- 
sence of financial incentive to avoid it. When all or most of the pa- 
tient’s hospital bill is paid for by a third party (insurer or otherwise), 
his own resistance to hospitalization is greatly reduced while the doc- 
tor’s incentive to hospitalize remains unabated.** These incentives are 
greatly strengthened where a medical plan pays all or part of the phy- 
sician’s fee in the event of hospitalization, but not otherwise. Consis- 
tent with these expectations, it has been found in several studies that 
utilization rates tend to be higher, ceteris paribus, where the costs of 


"See “Research in Hospital Use,” op. cit., pp. 5-23, for a brief overview of these 
studies and Appendix A, pp. 43-47, for a bibliography. Also, “Conference on Research 
in Hospital Use,” op. cit. pp. 46-71. 

*See the remarks of Dr. R. E. Trussel, Commissioner of Hospitals of New York, in 
“Conference on Research in Hospital Use,” op. cit. pp. 70-71. 

= Ibid., p. 61 and p. 71. Dr. Trussel says, p. 61, on the basis of a statewide survey in 
New York that “in large hospitals which handle a very large volume of Blue Cross work, 
the average length of stay in the hospital will vary anywhere from 2 to 4 days longer 
among people admitted on Friday than for people admitted on Tuesday. The reasons... 
have to do with the general shut-down of activity of the hospital over the weekend.” 

nW. J. McNerney et al, Hospital and Medical Economics, Vol. I (Hospital Research 
and Educational Trust, Chicago, 1962), p. 474. 

2 Eg, often better care can be given in a hospital and also hospital calls take up much 
less of a doctor’s time (per patient) than house calls, 
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hospitalization are prepaid and also where the fee of the physician is 
paid by an insurer only if the patient is hospitalized.” 

The party with the incentive to economize the use of hospital re- 
sources is the insurer who bears the burden of overuse. And insurers 
are extremely alert to the dangers of overuse. On the question of rates, 
they negotiate quite aggressively with hospitals (see below), but polic- 
ing overuse raises some very delicate issues concerning physician auton-, 
omy. As matters stand, the judgment of a qualified physician in de- 
ciding to hospitalize a patient is subject to question only by his peers 
within the hospital who are extremely reluctant to second-guess one 
another’s diagnoses or procedures. Consequently, hospital administra- 
tors cannot bring pressure to bear upon admission policy and, accord- 
ingly, third party insurers are unable to press administrators to curb 
overuse, except in flagrant cases. 

Achieving optimal use of hospitals is greatly complicated by the pos- 
sibilities of substitution among inputs and outputs. For example, medi- 
cally optimal results might be achieved with less use of hospital facili- 
ties if outpatient care were more highly developed, if diagnostic work- 
ups could be performed at the clinic or office rather than in the hospi- 
tal, if nursing homes were more adequate, and if patients’ families 
were more knowledgeable, than otherwise. Modes of treatment that 
economize on hospital care are usually less expensive than alternatives, 
but are not extensively developed in many places.** Moreover, they 
place more responsibility on the patient and his family than would be 
involved if more intensive use were made of hospital facilities, imply- 
ing greater medical risks.” Medical optimality probably implies 
avoiding the risks and letting the pecuniary costs fall where they may, 
and it is difficult for the layman—or other physicians—to tell a given 
doctor how to value life expectancy in pecuniary terms. 

Yet another problem of achieving optimal use arises from the fact 
that the demand for hospital facilities is, in part, a random variable. 
Therefore the stock of facilities must serve as an inventory, implying 
that on some occasions there will be idle facilities and on others, queues. 
The. optimum stock must balance the marginal expected social loss 


See the remarks of P. M. Densen “Conference on Research,” op. cit., pp, 55-59; also 
McNerney et al., op. cit., Chap. 23. However, there is some evidence that is inconsistent 
with this hypothesis, H. E. Klarman, “Effect of Prepaid Group Practice on Hospital Use,” 
Public Health Reports, Nov., 1963, pp. 955-65, gives an excellent summary of existing 
studies in the course of which he points out that two of the most recent fail to bear out 
earlier findings that prepaid group practice plans have lower hospitalization rates. 

* Roemer and Shain, op. cit., pp. 20-24. The situation may have improved somewhat 
pony the studies cited by these authors, but I believe the remarks in the text stil] hold 
goo 

For a specific example, see the remarks of Dr. R. E. Trussel in “Conference on Re- 
search,” op. cit., p. 44. 
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from unsatisfied patients against the value of the resources saved by 
embodying a marginally smaller quantity of resources in hospital facil- 
ities. Striking this balance is complicated by the fact that demand is 
not entirely random but has some price elasticity. 

Because of this price elasticity, some allocative improvements might 
be achieved by charging higher prices in peak-load periods (e.g., mid- 
week) than in others or charging lower prices for persons who will 
(and can) “stand-by” until space is available. This, in turn, would 
affect hospital insurance rates, etc., and possibly doctors fees as well. 
However, the incentive effect upon hospitals of being able to charge 
higher rates for peak-load periods would be to encourage the creation 
of “swing” or convertible facilities which would increase the ease of 
shifting space and related facilities from one use to another, and there- 
by diminish the probability of bottlenecks.” 


Efficiency and Cost Differentials 


In the profit-seeking sector, economy of resource utilization is 
achieved through the elimination of high cost producers by those more 
efficient. Among hospitals this competitive process operates under very 
severe restraints, if at all. Hospitals cannot be selected on the basis of 
cost by either patient or doctor; a patient must be hospitalized where 
his doctor is affiliated. While the elasticity of derived demand may 
have some effect in leading doctors to affiliate with the optimal hospital 
(from the viewpoint of their prospective patients), I doubt that it 
would be seriously contended that this possibility has had much effect 
upon hospital costs. As a first approximation, I venture the guess that 
demand for beds in a given hospital is independent of their prices rela- 
tive to those of other hospitals in the same area." 

Since a large part of the nation’s hospital bill is paid through Blue 
Cross and other insurers,** the reimbursement schedules of these 
agencies have considerable impact upon what hospitals can charge 
(and collect) and indirectly upon costs. Therefore these insurers 
could, conceivably, bring pressure upon hospitals to lower costs; e.g., 
reimburse hospitals upon a standard cost rather than an actual cost 


*On the question of “peak-load” pricing, see P, J. Feldstein, “An Investigation of the 
Marginal Costs of Hospital Services Graduate Program in Hospital Administration, Uni- 
versity of Chicago, ee , 1961, in 65-74. The potential savings from increased 
use of “swing beds” F. Long, “Efficient Use of Hospitals,” in The 
Economics of Medical ap op. ct., = 211-26. 

"This statement assumes, of course, that relative prices remain within conventional 
limits. Obviously for some sets of relative prices, relative demand will respond to relative 
price. 

*On July 1, 1963, 78 percent of the U.S. population had some form of hospital insur- 
ance. 
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basis. And in some, perhaps many, cases Blue Cross has attempted to 
curb cost increases.” 

. But cost differentials are not an unambiguous indicator of 
differences in efficiency. Although there is some evidence for the pres- 
ence of ceteris paribus economies of scale,?° it is the larger hospitals 
that have the widest variety of equipment and services and also 
the highest costs per patient day.** To impose a single rate reimburse- 
ment schedule upon all hospitals in a given community or area would, 
under present circumstances, punish the leaders in medical research and 
treatment. Of course, this would not be the case if each service were 
costed separately and priced so as to cover its prime cost. But this is a - 
very big “if.” Hospital rate schedules are shot through with intended 
price discrimination, and eliminating such practices will take consid- 
erable time.*? 

Still further complications exist: hospitals produce not only cur- 
rent treatment but also train personnel for the production of future 
treatment. The costs and benefits of this training to the hospitals 
providing it are not well known. But irrespective of whether the 
current costs of training exceed current benefits (to the hospital con- 
cerned), they must be met, which introduces an important element of 
cost differentiation between teaching and nonteaching hospitals. How- 
ever, it is widely believed that for many types of diagnoses teaching 
hospitals furnish better care than others; i.e., the higher costs may be 
. justified by the superior treatment. 

But who bears the burden of the differential costs of the teaching 
hospitals, under present hospital insurance plans? Essentially the sub- 
scribers who go to “inferior” hospitals but pay the same insurance 
rates as others. Moreover, the teaching hospitals disproportionately 
benefit from the services of interns and residents whose wages are far 

* For example, see H. E. Klarman, Hosptial Care in New York City (Columbia Univ. 
Press, 1963), pp. 426-29; McNerney et al., op. cit, Vol.2, Chap. 55; H. M. and A. R. 
Somers, Doctors, Patients and Health Insurance (Brookings Institution, 1961), pp. 413- 
21. 

™*¥For example, see McNerney et al, op. cit., pp. 785-821; also see the remarks of 
John Thompson in “Conference on Research in Hospital Use,” op. cit., pp. 78-79. 

“See McNerney et al, op. cit., pp. 785-821. However, P. J. Feldstein, op. cH., Ap- 
pendix B, especially pp. 62-64, found in a sample of sixty hospitals of varying sizes that 
average costs fall with size (and marginal costs are constant) without correcting for size 
correlated variations in output mix. Since such variations almost surely raise the marginal 
cost of large hospitals relative to small ones, Feldstein concludes (p. 64) that marginal 
costs would fall with size, “product quality” constant. 

"It is often alleged that hospitals practice price discrimination, “umdercharging” for 
room and board and overcharging for use of complicated medical equipment. (For ex- 
ample, McNerney et al., op. cit., pp. 921-24.) However, the allegation will not be proved 
until marginal as well as average costs are compared with prices of various services; i.e., 
it is not clear that the relatively high priced services are not also those for which relative 


demand is strongest so that relatively high prices may parallel relatively high ratios of 
marginal to average costs. 
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below the market value of their services, Indirectly, and in the long 
run, this works via the supply of doctors to raise everyone’s medical 
bills. If “exploitation” of medical personnel in training were to cease, 
the adverse cost differential of teaching hospitals would be even great- 
er, but, in the long run, the cost of physician’s services would be lower 
than at present. 

However, the patient himself is an input in the training process. 
* Difficulties have already arisen about the growing shortage of ward pa- 
tients (the raw material of medical teaching) as a result-of the spread 
of hospitalization insurance. If the patient, too, is to be rewarded in 
accordance with market criteria, some allowance must be made for the 
value of his (passive) services in assessing hospital charges. 

In short, the ratios of the prices of various hospital services and 
their marginal costs of production are affected by a number of disturb- 
ing forces, and it is not easy to say which services and which hospitals 
are relatively overpriced by a marginal cost criterion. However, if 
prices of hospital services are proportional to marginal costs, it is 
more by chance than intent. 


Duplication of Facilities and Efficiency 


Because doctors can admit patients into only one or two hospitals, 
they have an incentive to become affiliated with hospitals that are as 
fully equipped as possible, so that they may treat hospitalized patients 
for as wide a range of ailments as their competence (as they judge it) 
permits. This is especially important for general practitioners, but as 
equipment becomes increasingly specialized, it may concern specialists 
as well. Hospitals that wish to attract men of outstanding qualifications 
to their staffs are therefore impelled to expand the inventory of their 
equipment and the range of services they are able to offer. This serves 
to reinforce the usual prestige motives for expansion and improvement 
inherent in any organization. 

These motives operate with special force in the case of hospitals, 
partly because of the predominance of prestige considerations in the 
minds of sponsors and partly because of the opportunities and incen- 
tives that bear upon hospital managements. A hospital administrator 
can gain no kudos from paying large dividends; if he succeeds in earn- 
ing a “profit”—and for him this is not a very important measure of 
su¢cess—all he can do is plow it back. Moreover, his prestige and sala- 
ry are related to the size, completeness, and modernity (from the med- 
ical point of view) of his establishment rather than to any measure of 
profitability. Hence, the desire to retain “good management” would 
prompt hospital boards toward expansion if nothing else did. In short, 
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hospitals of the kind under discussion tend to be run as though their 
objective was.to maximize the weighted number of patients treated 
(per time period), the “weights” being the professional prestige of the , 
doctors attending them.* 
Under.the circumstances, there is likely to: be a strong tendency to- 

ward duplication of facilities and generation of excess capacity. This 
tendency has been recognized and has prompted suggestions for overall. 
regional planning of hospitals. Obviously this raises yet another set’ - 
of economic problems, but lack af space prevents us from pause 
them. ` 


l ‘This is perhaps a special case of the Baumol sales maximization hypothesis, 


ECONOMICS OF THE UNIVERSITY 


By ALLAN M. CARTTER 
American Council on Education 


There are few other commodities more eagerly sought, more haphaz- 
ardly selected, more irrationally priced, more undervalued in the act of 
consuming it, more misleadingly represented by some producers, and 
more enjoyed by the labor force engaged in its production, than higher 
education. In this economic Wonderland it is not surprising that a 
theory of the university has not yet emerged, for things are only rarely 
what they seem and even the most selective colleges or universities be- 
wail their limitations in detecting skim milk masquerading as cream. It 
is also not surprising that a paper should have been invited on this 
theme for this particular meeting, for few other economists since Veb- 
len’s delightful polemic on The Higher Learning in America have 
been more outspoken critics of educational folklore than the distin- 
guished President-elect of the Association. Having had the signal 
fortune of being his colleague for a decade (but the more dubious 
fortune of being on the receiving end as one of his deans for the last 
four of those years), I am perhaps more acutely aware of the pitfalls 
of supposing to be a rational man in an intentionally irrational uni- 
verse. 

Some of our academic colleagues would deny the relevance of eco- 
nomic rationality to such a serious matter as education—economics is 
for the world of wheat, automation, and stock markets, they would 
argue, while higher education is the world of humane learning, scholar- 
ly inquiry, and freedom of the spirit. The “economics of the universi- 
ty,” they would feel, is in the same category as positing the economics 
of the Church. As one of my theological friends once noted: “After all, 
Judas was the economist among the disciples, and look how that 
turned out!” i : 

Somewhat surprisingly, until very recently economists have also 
treated the university as sacrosanct and have spent their energies look- 
ing out through its windows at the rest of the world instead of viewing 
their own natural habitat.? Perhaps fearing that a closer look would 
reveal an Augean Stable, they have spent thousands of man-years ana- 

*By contrast the sociologists have been less reticent, beginning with Logan Wilson’s 
The Academic Man in 1942. Among the more interesting studies of the intellectual and 
social environment of academia are.Paul Lazarsfeld’s The Academic Mind (1958), T. Cap- 


low and J. McGee, Academic Marketplace (1958), and David Riesman, Constraint and 
Variety in American Education (1958). 
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lyzing the behavior of business firms, financial entities, governments, 
households, trade-unions, entrepreneurs, and most any other variety of 
institution and have scarcely given a thought to that one with which 
they are most closely and dependently connected. In the light of devel- 
opments of the last several years, one qualification should be added: 
we are at last developing a macroeconomic view of education,’ but we 
have not even begun to develop a counterpart view of education analo- 
gous to the theory of the firm. 

Before examining what it is that an economist might say about his 
own institution, let me suggest why so little has been done in the past. 
First, as academicians I think we have always felt that the university 
was misunderstood and undervalued by the world at large, and conse- 
quently that an uninformed public was safer than an informed one. We 
have carried this distrust of knowledge and distaste for public debate 
so far that we are content to be uninformed about our own institutions. 
Some professors even today believe that A.A.U.P. Committee Z has 
been too zealous (a few presidents think that is what the “Z” stands 
for) and has somehow committed a breach of good manners by dis- 
cussing mundane salary matters in public. 

Second, I believe many of us—perhaps less so economists than phi- 
losophers or classicists—fear that to study the university as an eco- 
nomic institution may ultimately result in the wholesale application of 
business procedures and principles to education. In an age of mass 
education and the burgeoning “multi-versity” there is a real danger of 
developing inflexible bureaucratic rules and formulae; and the scholar 
has some justification in holding to “a little rationality is a dangerous 
thing” philosophy. 

Third, most university administrators in the seventy-five years end- 
ing with the recent war—and many even today—feel that matters of 
university finance, salaries, and even teaching loads are none of the fac- 
‘ulty’s business. This play-your-cards-close-to-your-chest attitude may 
arise for one of two reasons: because the president views himself in the 
role of employer and the faculty as employees, or because the presi- 
dent sees himself in the role of mediator, and to reveal too much to the 
faculty will commit him to a similar clean breast with the board of 
control. The latter view is certainly preferable to the former, although 
neither fosters informative research on the institution. It should be 
added, however, that the president may in effect be right (even if for 
the wrong reason), for too much information can fan the rivalries and 


*I refer here to the seminal work of Schultz, Harris, and Machlup among the more 
senior members of the profession, and of Becker, Bowen, and Weisbrod among the younger 
members. 
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petty jealousies which seem to breed particularly on college and small 
university campuses. 

Finally, for a variety of reasons, existing data on educational insti- 
tutions, even were it all to be freely available, is extremely poor. Uni- 
versity accounting procedures are devised, not to show the health of an 
institution, but to satisfy trustees and government auditors. Because 
universities rely on the largesse of philanthropy or state legislatures 
for capital needs, not only accounting provisions for replacement needs 
but the whole concept of depreciation and obsolescence tend to be ab- 
sent. One ironic result is that despite fifteen years of persuasive argu- 
ment the universities have never been able to convince the Congress 
that 20 percent overhead on grants and contracts is not pure profit, 
while an identical project with a business firm would safely allow 30 
percent to 50'percent. The Office of Education has collected education- 
al statistics for a century but cannot even provide information on the 
number of full-time-student equivalents in higher education today, 
much less the kind of cost data which would be of primary use to econ- 
omists. Despite the rapid and continuing expansion of college enroll- 
ments, no one has done a real study of incremental costs, comparing, 
say, expansion of existing institutions versus the founding of new ones. 
One other example suggests the shocking state of the arts in analyzing 
the market for academic personnel. Most everyone has been making 
dire predictions about the shortage of faculty trained at the doctorate 
level. The N.E.A. studies since 1953 have indicated a sharp reduction 
in the percentage of new faculty with the Ph.D., and the Office of Edu- 
cation, the Fund for the Advancement of Education, the graduate 
deans, and some of the President’s most important advisory groups 
have estimated the large cumulative deficits in the production of 
Ph.D.’s. Recent studies now suggest that over the last decade the per- 
centage of teaching faculty holding the doctorate has actually risen in 
the four-year colleges and universities from approximately 44 percent 
to 51 percent. There is much in our own house to put in order, and we 
may be in the embarrassing position of having cried wolf when it was 
only a tabby cat, and thus being friendless if a real wolf appears. 

Turning to the individual institution, the closest analogy one can 
draw between a university and a business firm is to picture the former 
as a firm producing multiple products. This “firm” operates under con- 
ditions of variable proportions, with cost-interdependencies producing 
a strong incentive for vertical integration, particularly in a backward 
direction. That is to say, once one is committed to the production of 
Ph.D.’s, cost factors necessarily impose the adoption of undergradu- 
ate programs producing baccalaureates. The reverse has not been true 
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in the past, for liberal arts colleges have not been driven by economic 
factors to integrate forward into university status. Prestige factors have 
occasionally brought this about, and judging from the postwar success 
of major universities in raising private endowments and attracting 
massive federal support, there may be emerging long-run economic 
factors which will entice more frequent attempts at forward integra- 
tion. The movement of such colleges as Wesleyan, Dartmouth, Law- 
rence, and Reed towards full university status may indicate a new 
trend. 

The evidence of the pressure for vertical integration is that no major 
graduate school today is without an undergraduate base with the single 
exception of the Rockefeller Institute (which is removed from finan- 
cial constraints with an endowment equal to approximately $1 million 
per student). Clark, Johns Hopkins, and Chicago at one time or anoth- 
er attempted to be purely graduate institutions, but without success. It 
is self-evident that the additional investment and incremental costs of 
adding undergraduates to a graduate establishment are relatively low. 
Only minor additions are needed to library and laboratory facilities, 
dormitories are largely self-financing and ‘not even necessary in an 
urban setting, and courses can be predominantly taught by advanced 
graduate students and junior nontenure faculty. To use an example on 
the last point, in 1962-63 instruction in the Faculty of Arts and 
Sciences at Harvard was provided by 1,103 individuals, 27 percent of 
whom were tenured faculty members, 21 percent were instructors and 
assistant professors, and 52 percent were part-time instructors. (These 
are numbers of persons, not full-time equivalents.) 

The incremental cost of adding graduate programs to an existing un- 
dergraduate college are extremely high—or stated more correctly, are 
extremely high if quality programs are to be offered. Judging from the 
rash of institutions now beginning doctoral work, this is not self-evi- 
dent, and forward integration is proceeding on some campuses despite 
the economics of the case. It is one thing for Michigan State, Duke, 
or Brandeis to become full-fledged universities overnight with fully 
adequate resources at hand; it is quite another for Melrose College 
and Omaha Normal (I hope these are fictitious names) to initiate doc- 
toral programs willynilly. To cite one example which should give pause 
for thought, there are today at least fifteen or twenty universities offer- 
ing the Ph.D. in a variety of fields whose library holdings are less than 
150,000 volumes—barely a creditable collection for a good small liber- 
al arts college. 

I once attempted a rough cost estimate for a private university 
which indicated yearly costs of approximately $900 for the first two 
undergraduate years, $1,300 for the upper-class years, and $2,700 for 
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the-graduate school. This report is probably still gathering dust in the 
files of some academic vice-president, for his reaction was: “Most in- 
teresting, but for Heaven’s sake don’t show it to the President or the 
Board!” Cost figures for a major state system a year or two ago were, 
if I remember correctly, $32 per credit hour for freshmen and sopho- 
mores, $45 for juniors and seniors, and $162 for graduate education. 
These are at least suggestive of differential cost levels and should raise 

- two other warning flags. If we did, indeed, have accurate cost studies, I 
doubt we should any longer be able to tell the private university un- 
dergraduate that he pays only 35-40 percent of his educational costs. 
Tuition may be that proportion of total university expenditure, but I 
suspect the undergraduate comes close to paying the entire educational 
and general expense attributable to undergraduate education. And sec- 
ond, if the university costed out the graduate school of arts and 
sciences as it frequently does its schools of medicine and law, the 
deficit might be a source of extreme delight to our medical and legal 
brethren. If my suspicions are correct, the president who jealously pro- 
tects the innocence of both his faculty and his board of control by per- 
mitting only fuzzy consolidated financial reports to see the light of day 
begins to take on the characteristics of wisdom and sanctity. 

The economist is unlikely to make much headway in cost studies of 
individual institutions without the full support of the administration. 
Can he nevertheless make a contribution in studying such problems as 
optimum size, the relationship between cost and quality, the market 
for academic personnel, etc.? There are many fascinating questions in 
this realm, and issues of public policy demand answers even if impre- 
cise ones. There are currently a number of centers where economists 
are engaged in research into various aspects of the economics of educa- 
tion: Schultz and Bowman at Chicago; Weisbrod and Hansen at 
Wisconsin; Bowen and Machlup at Princeton; Fein and Rivlin at 
Brookings; Hirsch and other at U.C.L.A.; Becker at Columbia; Har- 
ris at San Diego; and others too numerous to name. In the four short 
years since Schultz’s presidential address to the A.E.A. meeting in St. 
Louis, the economics of education has become a popular enough sub- 
ject to run the danger now of becoming fashionable. 

To add one more center, such an interest has developed even in the 
citadel of college and university presidents—the American Council on 
Education. Our work to date has focused chiefly on the university sec- 
tor, with particular attention to graduate education. Some preliminary 
research results may be of interest, since they bear closely on some of 
the above questions. 

Members of the audience may have participated in a major survey 
conducted last spring evaluating quality in graduate education. Profes- 
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sors in thirty separate disciplines in the 106 largest universities were 
asked to rate the quality of graduate faculty in their respective fields 
in each institution, and also to judge the effectiveness of doctoral pro- 
grams. We were fortunate in receiving nearly an 80 percent response 
to the 5,400 questionnaires. Although detailed results will be published 
next summer, a summary of findings for the most prestigious economics 
departments is given in Table 1. 


TABLE 1 
RANKING OF QUALITY OF FACULTY For LEADING Economics DEPARTMENTS, SPRING 1964 
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One hundred seventy-three out of 219 economists receiving the 
questionnaire returned usable replies. Table 1 lists the first twenty de- 
partments in order by quality of faculty. Columns 3, 4, and 5 indicate 
the rank resulting from the judgments of department chairmen, distin- 
guished senior scholars (who have never served as chairmen except in 
a temporary acting capacity), and knowledgeable junior scholars not 
more than ten years beyond the receipt of the Ph.D. Columns 6 
through 9 show rankings as seen by respondents currently employed in 
four regions. Column 10 indicates the judgment of a small select panel 
of experts, including some past and present officers of this Association, 








ECONOMIC THEORY AND NONPROFIT ENTERPRISE "487 
editors of major economic journals, and others recognized for their 
scholarly attainments. 

I am aware of the limitations of such subjective evaluations—that 
they are based only partly on first-hand knowledge, are influenced by 
hearsay, incorporate halo effects, are subject to time lags, etc. As one 
of our respondents quoted Dr. Johnson, “A compendium of gossip is 
| still gossip.” Despite some very real limitations, however, I believe 
such evaluations more clearly reflect reputation and accomplishment 
than do such “objective” measures as number of books in the library, 
Nobel laureates on the faculty, Woodrow Wilson fellows enrolled, or 
dollars of research grants from government or foundations. The pres- 
ent study was designed to answer some of the criticisms of Keniston’s 
study in 1957 and Hughes’s studies in 1924 and 1934. Keniston used 
only chairmen, and Hughes used small select panels; the reader of the 
A.C.E. study will be able to give any weighting he wishes to the eight 
various subsamples. 

Among the more interesting conclusions is the close correlation of 
ratings among the three ranks (particularly of the junior and senior 
raters), and the variance with the fifteen-member experts’ panel. More 
detailed analysis of absolute scores than shown here would character- 
ize the easterners as being uncharitable to everyone, including many of 
their own institutions. The westerners and southerners are most chari- 
table to everyone, although most noticeably to themselves. The mid- 
westerners play out their role of middlemen, showing the least regional 
bias. Most respondents also leaned over backward in rating their pres- 
ent university attachment and their doctoral institution, rating their 
current department on the average 17 percent higher than outsiders 
did, and rating their doctoral alma mater 9 percent above the evalua- 
tion of non-alumni. If one were to assume that these differences 
reflected bias, not better informed judgments, and corrected for them, 
the top of the list would read M.I.T., Harvard, Yale, Chicago, etc. 

Table 2 summarizes the results of a second question on the effective- 
ness of the doctoral program, where the respondent was asked to take 
into consideration the accessibility of the faculty, library and research 
facilities, quality of other students, the intellectual climate, curricu- 
lum, etc. In effect this asked where the informed respondent, knowing 
what he now knows, would go to study economics if he were starting 
over again. The good small departments in private universities gener- 
ally moved up the scale and the larger departments slipped. Chicago 
and Columbia show the most marked differences, for reasons which I 
shall let others interpret. 

Table 3 compares the 1964 findings on faculty quality (combined 
scores) with the earlier Keniston and Hughes rankings. Whether or 
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TABLE 2 
Top Ranging Economics DEPARTMENTS 

























Rank According to Rank According to 
Institution “Effectiveness of “ ity of 
Doctoral Program” Graduate Faculty” 
Mab Tice fen tait texte aaa ele 1 2 
Harvard..........- cence cece ees 2 1 
Vals E T E 3 4 
Stanford sx. cvseiees ee ete yieeeece 4 6 
California (Berkeley)............. 5 5 
Princeton: secs 0. cece seen i tense 6 7 
Chicago. i ecese cirar oss tade 7 3 
Wisconsin. ........ ccc eee e eee eees 8 0 
Michigan............. cee eee eee 9 8 
Northwestern..............000005 10 12 
Carnegie Tech...........0e0e000e 11 13 
Minnesota... a...se cece ee ene eee 12 11 
a Hopi: seesama eee ee 13 15 
MM DIA eesi meaa EONS 14 9 
ipee m PEENTE ESITE 15 14 
l ARRETE 16 18 
Cornell aer roir sraa CENA AET 17 17 
Purdue renerne n a EL E 18 19 
IOA CA A: OAE T 19 16 
North Carolina (Chapel Hill)...... 20 21 
TABLE 3 
LEADING Economics DEPARTMENTS IN 1924, 1957, ann 1964 
1924* 1964} 
1. Harvard 
2. M.LT. 
3. Chicago 
4, Yale 
5, California 
6. Stanford 
7. Princeton 
8. Michigan 
9. Columbia 
. Wisconsin 
Minnesota 
Northwestern 
Carnegie Tech. 
Pennsylvania 
Johns Hopkins 
U.C.L.A. 
Cornell 
Duke 
Purdue 
Michigan State 





(Lines indicate a shift of more than two positions in rank order.) 
* From Raymond M. iona Me oars Hey Report to the His Association of American Colleges Lay er 


The results are summarized in Asmerican Universities and Colleges, ist ed. (Ami 
on Education, 1928), and in the Keniston report. 

¢ From Ha: "Keniston, Graduate Study and Research in the Arts and Sciences at the 
Oey a Hy of d ennio pe (Univ. of Pennsylvania Press, 1959), Appendix. 
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not one agrees with the precise rankings, the noticeable movements ap- 
pear to be in keeping with what one knows of changes over time. Hop- 
kins has declined relatively, particularly since 1957. M.I.T. has soared 
to the top. Columbia has gradually lost its commanding position of the 
1920’s, and Wisconsin is completing a cycle by climbing again after a 
sharp drop in the postwar period. (Yale can be thankful that no rating 
was done in the 1940’s.) Most interesting is the relative stability of the 
top departments—a phenomenon peculiar to economics alone of the 
major disciplines studied. Between 1924 and 1957, Ilinois dropped out 
of the first fifteen and Duke was added. In 1964, two institutions not 
included in previous studies, M.I.T. and Carnegie Tech, placed high 
on the list, but the same fourteen survivors of the “Class.of ’24” are 
still among the first seventeen (U.C.L.A. has bumped Duke for inclu- 
sion). By contrast, in a field such as botany only seven of the original 
fifteen are still among the leaders today. 

How can we make such quality ratings more than an interesting 
compendium of gossip? An economist might ask: What is the cost of 
quality? What are the economic constraints on improving quality? 
What degree of concentration exists in output, research support, fel- 
lowship funds, etc.? What is the relationship between quality and size? 
Is the concept of optimum size relevant to higher education? One brief 
paper cannot answer adequately these and the many other interesting 
related questions, but a few tentative conclusions will be suggested, 
and others will be included in the later publication of the study results. 

First, the subjective ratings indicated above are closely correlated 
with the quantity of scholarly publications originating in the various 
departments. Figure 1 compares for economics the index of quality 
with a publications index. The latter is based on a count of all articles, 
communications, and book reviews appearing in six major nonspe- 
cialized economics journals and all books reviewed or noted in the 
American Economic Review during the period January, 1961, through 
June, 1964. Weights were assigned to various types of publications, 
counting a substantive book as 10, 3.3 for a textbook, 2.5 for an edited 
volume, 2.5 for substantive articles, 1 for notes and communications, 
and .5 for book reviews. In the case of joint authorship these scores 
were divided evenly among authors. Scholarly output, as measured by 
“article equivalents” per year in this index, is highly concentrated in a 
few institutions; the ten most productive departments accounted for 56 
percent and the top twenty-five departments for nearly 90 percent of 
all publications reviewed. At the other extreme, about twenty-five of 
the seventy-two Ph.D. granting departments placed no more than a 
single article in these journals, and nearly a dozen departments ac- 
counted for not more than one book review in nearly four years. Even 
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: FIGURE 2 
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first fourteen men “distribute themselves .so that there are ‘normally 
only a half dozen or so really outstanding departments. Fortunately, in 
our study Chicago emerged third in faculty quality, thus lending com- 
fort to Stigler’s plea for “selective eminence,” and credence to the ob- 
jectivity of economists (most particularly since only 7 percent of those 
participating in the ratings are present faculty or former Ph.D.’s from 
that eminent institution). ; 
A second conclusion I would offer is that quality is expensive, and 
tbat it is most closely correlated with the level of'faculty salaries. Fig- 
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ure 2 illustrates this relationship by comparing average quality ratings 
for ninety-seven universities reporting A.A.U.P. faculty salary data. 
The coefficient of correlation is .872, and if we were to measure the 
elasticity of quality in response to salary level, the scatter would sug- 
gest a moderately high elasticity at low salary levels, diminishing as 
both salaries and quality rise. 

Third, although there are obvious quality advantages associated 
with size, the actual correlation between the two is rather poor. Two ° 
scatter diagrams indicate this, Figure 3 plotting annual doctorates 
awarded in economics during 1953-62 against quality rating, and Fig- 
ure 4 plotting overall quality with total doctorates awarded. Econom- 
ics is a particularly interesting case, since six institutions among the top 
half of the quality list produced less than ten Ph.D.’s in the last decade, 
while nine departments with twenty-five or more doctorates awarded in 
the decade were on the bottom half of the list. 

Fourth, and perhaps most interesting, Figure 5 relates educational 
and general income per full-time student “unit” to overall size of insti- 
tution.‘ For the top twenty-five universities in terms of quality there 
appear to be marked economies of scale; the scatter for all other uni- 
versities in the study exhibits an almost precisely horizontal line of 
best fit. The latter supports the hypothesis that higher education, for 
the typical institution, tends to exhibit constancy of costs over a wide 
range of scale. The interesting study made by Russell and Reeves 
thirty years ago"—one of the few early educational studies which asked 
the kinds of questions an economist would like to pose—is probably 
still valid today, indicating that liberal arts colleges experience signifi- 
cant economies of scale up to an enrollment of about 1,000 to 1,500 
and thereafter costs remain almost exactly constant per unit for any 
particular level of educational quality. 

The theory of the firm is traditionally two dimensional, dealing with 
quantity and cost (or price) assuming either a standardized product or 
a clearly differentiated one with a separate identifiable demand. Higher 
education pretends to produce certain standardized commodities (e.g., 
B.A.’s M.A.’s Ph.D.’s) but in fact qualitatively exhibits wide range 
and variety. Qualitative measures are becoming more common today in 
higher education, as studies of student test scores, fellowship data, in- 
stitutional finance, and subjective ratings proliferate. These open new 
and interesting avenues for the economist in the study of higher educa- 


‘Full-time undergraduate students are the unit of measure. Graduate and professional 
students were counted as three units, and part-time students were converted to full-time 
equivalents by multiplying by .4. 

* John Dale Russell and Floyd W. Reeves, The Evaluation of Higher Institutions, Vol. 
VU, Finance (Univ. of Chicago Presa, 1935). 
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Ficure 5 
EDUCATIONAL AND GENERAL INCOME PER STUDENT BY SIZE OF ENROLLMENT 


tion and may indeed help us to develop a more sophisticated economics 
of educational institutions. Howard Bowen’s Committee of this Asso- 
ciation looked at cost and size a few years ago.° I have concentrated on 
the relationship of quality to some cost factors (i.e., salaries) and to 
size as represented by degree production. Perhaps the study I have re- 
ported on above will be a useful tool in developing a more relevant 
three-dimensional model. 

The present paper has hardly more than scratched the surface, but I 
hope it will encourage others to undertake research on that overlooked 
but fascinating institution—their own university. 


aport of the A.E.A. Committee on Graduate Education in Economics, 4-Z.R., Sept., 
Pt, 2, 1953. . 





ON THE PERFORMING ARTS: 
THE ANATOMY OF THEIR ECONOMIC PROBLEMS* 


By W. J. BAUMOL and W. G. BOWEN 
Princeton University 


I. The Setting 


Romanticism long ago fixed in our minds the idea that there is 
something inevitable about the association between artistic achieve- 
ment and poverty. The starving artist has become a stereotype among 
whose overtones is the notion that squalor and misery are noble and 
inspiring. It is one of the happier attributes of our time that we have 
generally been disabused of this type of absurdity. We readily recog- 
nize that poverty is demeaning rather than inspiring—that instead of 
stimulating the artist it deprives him of the energy, time, or even the 
equipment with which to create or perform. 

While we have come to accept the idea that artists are often impecu- 
nious, even a cursory encounter with the facts of the matter usually 
proves surprising. One may or may not see something shocking in the 
fact that the median total income in 1959 of males classified by the 
census as actors was $5,640; that for musicians and music teachers the 
comparable figure was $4,757; and that for dancers and dancing 
teachers, $3,483.71 But one must recognize that these figures include 
income from all sources, some of them (e.g., truck driving, lobster 
fishing, waiting on tables) rather unrelated to the performer’s art.’ 

A detailed and specific investigation of economic conditions in the 
performing arts was conducted by Senate and House Committees in 
1961 and 1962, and the volumes of Hearings which resulted are very 

* This paper is based on a study being prepared by the authors for the Twentieth 
Century Fund, through the administrative channel of Mathematica. The study is still 
in progress, and this paper is nothing more than a brief introduction and a statement 
of certain theoretical ideas. The Fund has facilitated our work, not only by making gen- 
erous financial provision for the extensive job of data collection and analysis which has 
been necessary, but also by helping to secure the cooperation of organizations and in- 
dividuals and by allowing us full freedom to proceed as we wish. In the volume which 
will emerge frem this study, we shall acknowledge our debt to the many people whose 


patient assistance has been essential to our work. 

U.S. Bureau of the Census, U.S. Census of Population: 1960, Subject Reports, Occu- 
pational Characteristics, Final Report PC(2)—7A, Table 25. 

* As the Department of Labor’s career guidance publication stresses: “Many performers 
. .. supplement their incomes by teaching, and thousands of others have to work much 
of the time in other occupations.” (U.S. Dept. of Labor, Bureau of Labor Statistics, 
“Employment Outlook in the Performing Arts,’ Bulletin No. 1300-65, 1961; p. 214.) 
The BLS goes on to warn: “. . . the difficulty of earning a living as a performer is one of 
the facts young people should bear in mind in considering an artistic career” (Joc. cit.). 
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revealing.’ At that time the minimum weekly salary for Off-Broadway 
actors was $45 per week (it is currently $60); and what makes this 
figure significant is that most Off-Broadway actors are at the mini-" 
mum. In such circumstances it is not difficult to see why Joseph Papp, 
producer of the New York Shakespeare Festival, was able to report 
that “banks and landlords consider him [the actor] a credit risk with- 
out visible means of support.’”* _ 

Mrs. Helen Thompson, of the American Symphony Orchestra 
League, presented figures indicating that in 1961-62 the average salary 
paid to musicians in the twenty-six major orchestras in this country. 
was $4,512; if the four highest-paying orchestras are excluded, the av- 
erage for the remaining twenty-two major orchestras (again as of 
1961-62) falls to $3,500.° 

Dancers are in even worse financial circumstances, as illustrated by 
the case of a leading modern dance company whose members normally 
receive $25 after a trip which frequently includes four days of travel, a 
day of rehearsals, and a public performance. 

In the main, performing artists are employed by organizations—by 
orchestras, opera and dance companies, producers and impresarios, 
resident theater companies—and the underlying economic pressures 
which manifest themselves in low performer salaries are transmitted 
through these organizations. Inadequate financial flows to these groups 
can threaten not only the welfare of individual performers but also the 
very existence of the institutions serving the entrepreneurial and 
managerial functions in the field of the performing arts. And, notwith- 
standing the publicity that has been given to the alleged “cultural 
boom” in America, we continue to hear frequently of theatrical groups 
which collapse, of opera houses whose seasons are in danger, and per- 
forming arts organizations of all kinds for whom financial emergency 
seems to have become a way of life. It is this situation and the threat 
that it poses for the cultural prospects of our society which constitutes 
the setting for the study we have undertaken. 

The first objective of our study is to explain the strained economic 
circumstances which beset performing companies, to determine whether 
they are attributable mainly to fortuitous historical circumstances, 
to mismanagement or poor institutional arrangements, or whether 
there is something fundamental in the economic order which accounts 


*U. S. House of Representatives, Hearings Before the Select Subcommittee on Educa- 
tion of the Committee on Education and Labor, “Economic Conditions in the Perform- 
ing Arts,” 87th Cong., Ist and 2nd Ses., 1962 (cited hereafter as “House Hearings”). 
U. S. Senate, Hearings Before a Special Sub-Committee of the Committee on Labor and 
Public Welfare, “Government and the Arts,” 87th Cong., 2nd Sess, 1962. 

*House Hearings, p. 111. 

* House Hearings, p. 47. 
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for these difficulties. On the basis of our analysis we hope to produce 
some conditional forecasts of the financial future of the performing 
arts, the prospective costs, the operating revenues likely to be asso- 
ciated with various levels of activity, and the proportion of the resultant 
financial gaps which one can expect to be met from current sources of 
contributed income. 
This session is intended to deal with theoretical matters and, while 
` much of our work has been empirical, we welcome this opportunity to 
try to describe the basic economic relationships which seem to us to 
underlie the financial problems of the performing arts. 


II. Basic Economic Characteristics of Nonprofit Organizations 

Before we turn to the special economic properties of the performing 
arts, it is useful to devote some discussion to the economics of non- 
profit-making organizations in general, for only in this way can the 
difficulties which beset the performing arts be seen in perspective. 

Nonprofit organizations as a group share at least two character- 
istics: (1) they earn no pecuniary return on invested capital and 
(2) they claim to fulfill some social purpose. These two features are 
not wholly independent. Any group which sought to fulfill no social 
purpose and earned no financial return would presumably disappear 
from the landscape. Moreover, its goals themselves often help explain 
why no money is earned by such an organization. While an automobile 
producer may take pride in the quality of his cars, he is much less like- 
ly to regard product quality per se as an ultimate objective of the en- 
terprise than is the head of a nonprofit organization. Nor is the auto 
producer likely to be nearly as concerned about the social composition 
of his clientele. l i 

The significant point is that the objectives of the typical nonprofit 
organization are by their very nature designed to keep it constantly on 
the brink of financial catastrophe, for to such a group the quality of 
the services which it provides becomes an end in itself. Better re- 
search, more adequate hospital facilities, more generous rehearsal 
time, better training for those engaged in these activities—all these are 
not merely incidental desiderata. They are fundamental goals in them- 
selves, and with objectives such as these, the likelihood of surplus 
funds is slim indeed. These goals constitute bottomless receptacles into 
which limitless funds can be poured. As soon as more money becomes 
available to a nonprofit organization, corresponding new uses can easi- 
ly be found, and still other uses for which no financing has been pro- 
vided will inevitably arise to take their place. Any lively nonprofit or- 
ganization always has a group of projects which it cannot afford to un- 
dertake and for whose realization it looks hopefully to the future. Once 
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this fundamental fact is grasped, it is hardly surprising that such 
groups feel themselves constantly strapped. It becomes clear that they 


are simply built that way.’ 

Nor is it just through its quality aspirations that the social Beal of hc. 
the nonprofit enterprise contribute to its financial difficulties. The con- 
cern of the typical nonprofit organization for the size and composition 
of its clientele often causes operating revenue to be lower than would 
be the case if services were priced to satisfy a simple profit-maximiza- ` 
tion goal. Since such a group normally considers itself to be a supplier 
of virtue, it is natural that it should seek to distribute its bounty as 
widely and as equitably as possible. The group is usually determined 
to prevent income and wealth alone from deciding who is to have 
priority in the consumption of its services. It wishes to offer its prod- 
ucts to the needy and the deserving—to students, to the impecunious, 
to those initially not interested in consuming them, and to a varigty of 
others to whom high prices would serve as an effective deterrent to 
consumption. In short, a low price for the product of a nonprofit group 
is normally an inevitable consequence of its objectives, and indeed 
sometimes becomes an article of faith. The ancient doctrine of “just 
price” is imbedded in the operations of these groups and carries with it 
all the difficulties which inevitably accompany an attempt to put it into 
practice. 

The desire to provide a product of as high a quality as possible and 
to distribute the product in a manner other than that which maximizes 
revenue combine to produce a situation which is unusual in yet another 
respect. For such an enterprise a substantial increase in the demand 
for its product may well worsen the organization’s financial health! 
Marginal costs may well exceed marginal revenues over the relevant 
interval. An increased number of student applications, an increased 
number of hospital patients, an increased number of orchestral per- 
formances may well increase the size of the contributions required for 
solvency. More generally, it follows that, contrary to widespread 
impressions, the much publicized cultural and educational “booms,” 
whatever their composition, may in many cases prove a very mixed 
financial blessing. 

Yet even in such circumstances the organizations cannot simply re- 
fuse to expand their activities in response to an increase in demand. 
By such a refusal the organization would renege on its fundamental 

*The fact that any nonprofit organization can always find uses for a temporary excess 
of funds—and indeed may be embarrassed to report to its contributors that it has some 
money left at the end of the year—makes it very difficult to determine its cost functions. 
Tf an auto aes ucer finds that a sudden increase in demand has swollen his receipts, he 


is only too py to report higher profits; a nonprofit enterprise, however, may well use 
the extra revenue in a way which, in effect, deliberately raises it costs. 
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objectives, and, incidentally, it might even produce a loss in private 
and community support. . 


y IO. The Performing Arts in Particular 


It is apparent that all of the standard problems of nonprofit organi- 
zations which have just been discussed beset the performing arts. It is 
not surprising, therefore, that the survival of the great majority of its 

“ organizations requires a constant flow of contributions. We can then 
easily understand why the arts find themselves in their present unhap- 
py financial circumstances. But, up to this point, our discussion has 
offered no portents for the future. Here we don the inherited mantle of 
the dismal scientist and argue that one can read the prospects of the 
arts tomorrow in the economic structure which characterizes them 
today. The evidence will suggest that the prospects offer no grounds 
for complacency—that there are fundamental reasons to expect the 
financial strains which beset the performing arts organizations to in- 
crease, chronically, with the passage of time. 

To understand the prospective developments on the cost side, it is 
necessary to digress briefly and consider in general terms the implica- 
tions of differential rates of growth in productivity within the economy 
for the relative costs of its various outputs.’ Let us think of an econo- 
my divided into two sectors: one'in which productivity is rising and 
another where productivity is stable. As an illustration, let us suppose 
that where technological improvements are possible they lead to an in- 
crease in output per man-hour of 4 percent per annum, but that output 
per man-hour remains absolutely constant in the stable productivity 
sector. If these sectors are assigned equal weights in the construction 
of an economy-wide productivity index, the aggregate rate of increase 
in output per man-hour will be 2 percent per annum. For the moment 
let us assume that there is only one grade of labor, that labor is free to 
move back and forth between sectors, and that the real wage rate rises 
pari passu with the aggregate rate of change of productivity, at 2 per- 
cent per annum. Finally, let us suppose that the money supply and the 
level of aggregate demand are controlled in such a way that the price 
level is kept stable. Assuming that there are no changes in the shares 
of capital and labor, this means that money wages will also increase at 
the rate of 2 percent a year. 

The implications of this simple model for costs in the two sectors 
are straightforward. In the rising productivity sector, output per man- 


There is, of course, nothing new in the following observations on the effects of dif- 
ferential rates of productivity change on costs and prices. See, e.g., Tibor and Ann Scitov~ 
sky, “What Price Economic Progress?” Yale Rev., Autumn, 1959, Only its application to 
the state of the arts is novel. 
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hour increases more rapidly than the money wage rate and labor costs 
per unit must therefore decline. However, in the sector where produc- 
tivity is stable, there is no offsetting improvement in output per m 
hour, and so every increase in money wages is translated automatically 
into an equivalent increase in unit labor costs—2-percent per annum in 
our example. It should be noted that the extent of the increase in costs 
in the stable productivity sector varies directly with the economy-wide 
rate of increase in output per man-hour. The faster the general pace of ` 
technological advance, the greater will be the increase in the overall 
wage level and the greater the upward pressure on costs in those indus- 
tries which do not enjoy increased productivity. Faster technological 
progress is no blessing for the laggards, at least as far as their costs are 
concerned. 

- It is apparent that the live performing arts belong to the stable pro- 
ductivity sector of our economy. The legitimate theater, the symphony 
orchestra, the chamber group, the opera, the dance—all can serve as 
textbook Dlustrations of activities offering little opportunity for major 
technological change. The output per man-hour of the violinist playing 
a Schubert quartet in a standard concert hall is relatively fixed, and it 
is fairly difficult to reduce the number of actors necessary for a per- 
formance of Henry IV, Part II. 

Moreover, from the standpoint of long-term developments, the es- 
sence of the matter is not absolute or relative levels of productivity at 
a given date but the rates of change in productivity over time. This 
means that even if the arts could somehow manage to effect technologi- 
cal economies, they would not solve their long-term cost problem if 
such savings were once-and-for-all in nature. In order to join the ranks 
of the rising productivity industries, the arts would somehow have to 
learn not only to increase output per man-hour but to continue to do so 
into the indefinite future. Otherwise, they must at some juncture fall 
behind the technologically progressive industries and experience in- 
creases in costs which stem not from their own decisions but from the 
inexorable march of technological change in other parts of the econ- 
omy. 

True, some inefficiencies of operation are to be found in the field, 
and their elimination can help matters somewhat. Moreover, perform- 
ing arts organizations can reduce the rate of increase in their ‘unit costs 
by permitting some deterioration in the quality of their product—by 
fewer rehearsals, the use of more poorly trained performers, shoddy 
costumes and scenery. But such a course is never popular with organi- 
zations dedicated to quality, and, furthermore, it may. lead to loss of 
audience and community support. Nevertheless, it is not an uncommon 
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“temporary” expedient, imposed by the realization that the cutting of 


corners may be the only alternative to abandonment of the enterprise. 


There is one other important avenue for cost saving open to the per- 
forming arts which has so far not been considered. We refer to wages 
paid performers. In the simple model sketched above, we postulated a 
Situation in which a single, market-clearing wage was paid to all per- 
sons regardless of the industry in which they were employed. In actual 
fact, the live performing arts constitute a rather special labor mar- 
ket—a market in which the need for great native ability and extensive 
training limits the supply, but in which the psychic returns to those 
who meet these tests often offers a very substantial inducement to re- 
main in the field. For these reasons, the performing arts are relatively 
insensitive to general wage trends, especially in the short run. It is 
largely for this reason that performing arts organizations in financial 


difficulty have often. managed to shift part of their financial burden 


back to the performers—and to the managements, who also are gener- 
ally very poorly paid by commercial standards. The level of the in- 
comes in this general field must bé considered remarkably low by any 
standards, and particularly so in light of the heavy investment that has 
often been made by thé artists in their education, training, and equip- 
ment. And it is surely explained at least in part by the willingness of 
those who work in these fields to sacrifice money income for the less 
material pleasures of their participation in the arts. 

However, there are limits to the financial sacrifices society can ex- 
tract from the performers in exchange for psychic returns. One may 
reasonably expect that rising incomes in other sectors will ultimately 
produce untoward effects on the supply of talent. At what point this 
will occur depends partly on the income elasticity of the demand for 
psychic income. As the general level of real income rises, it may well 
be possible to persuade performers to accept a lower relative position 
in the income hierarchy. However, there are symptoms which suggest 
that, in some specialized areas, effects involving both quantity and 
quality are already being felt, though, overall, excess supply continues 
to be one of the market’s most notable characteristics. 

In sum, the cost structure of the performing arts organizations 
promises them no easier future. One might anticipate, therefore, that 
this structural problem would produce discernible effects on pricing 
policy. Certainly, in most of the industries in which productivity is sta- 
ble, we would expect the price of the product or service to rise relative 
to the general price level. And there is a widespread impression that 
the arts have indeed behaved in accord with this anticipation—that 
ticket prices have been soaring. Yet our preliminary evidence suggests 
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strongly that this view is incorrect and is largely a product of money 
illusion. Indeed, our preliminary data indicate that the rate of increase 
of ticket prices has barely managed to keep up with the price level and ` 
has lagged substantially behind increases in costs. . 

One might undertake to account for the surprisingly modest rate of 
increase in ticket prices in terms of a revenue maximization model—on 
the hypothesis that arts organizations believe the demand for their . 
product to be highly elastic. We suspect, however, that a more valid 
explanation is the role of a doctrine of just price in the objectives of 
these organizations. 

The tendency for increases in prices to lag behind increases in costs 
means simply that arts organizations have had to raise larger and larg- 
er sums from their contributors—and our analysis leads us to expect 
this trend to continue. Thus our analysis has offered us not only an ex- 
planation for the current state of affairs; it has also provided us with a 
basis for speculation about the future. What it has shown will not, we 
are afraid, be reassuring to those to whom ready availability of the 
arts constitutes an important objective of society. If our model is 
valid, and if, as may be suspected, there are limits to the amounts that. 
can be obtained from private contributors, increased support from 
other sources will have to be found if the performing arts are to con- 
tinue their present role in the cultural life of this country and especial- 
ly if it is intended that they will expand their role and flourish. 


DISCUSSION 


MANUEL GOTTLIEB: Dr. Reder has shrewdly analyzed many of the “obsta- 
cles to efficient use” of resources administered by the quasi-public nonprofit, 
voluntary short-term, general-care hospital. These obstacles are reviewed 
under four broad headings: (1) tendencies to overutilization of hospitals by 
physicians seeking to indulge clients or to facilitate their private practice at 
the cost of public funds administered by insurance agencies with little or no 
control over utilization; (2) tendencies to inefficient administration of re- 
sources within hospitals due to prevailing hospital-sponsored schemes for pre- 
payment with cost-plus pricing at “usual billings”; (3) excessive concentration 
on high-cost inputs and outputs because few hospitals provide—and few in- 
surance schemes cover-—-a broad spectrum of medical care including facilities 
for outpatient care or diagnosis or specialized convalescence facilities; and 
(4) lack of proper investment and size criteria for individual hospitals with 
tendencies toward overcapacity and duplication of expensive facilities ac- 
quired with little regard to overall community-wide. benefit-cost study. 

If time had permitted, other inefficiencies could have been added to this 
damning indictment of the central institution of the American health care 
scene: the general private hospital. Medical staff specialists rendering an- 
esthesia and pathological and radiological services have been given a free 
hand to financially exploit hospital patients and medical-care funds by their 
use of hospital facilities and staff with the privilege of private billing. And 
hospital administration has been torn apart and disrupted at its source by the 
dual control stemming, on the one hand, from the so-called “medical staff,” 
made up in large part of high-status private practitioners oriented to their 
private practice, and the salaried hospital staff which administer nursing and 
housekeeping and other functions. A subordinate line of dual control stems 
from the division of the medical staff into teaching interns and residents or- 
iented to their work of apprenticeship and the outside practitioners. Effective 
teamwork, unified administration and good work morale are essential precon- 
ditions of efficient economic organization and may outrank in importance 
brick and mortar investment and elaborate equipment. ‘ 

These striking inefficiencies of resource use and organization by no means 
follow, as Reder alleges at the outset of his paper, as “implications” of the 
nonprofit character of the organization in question. The inefficiencies are for 
the most part by-products of the current institutional situation in medical 
care in which essentially public functions are being discharged by private or 
quasi-public groups with abundant opportunities for gratification of private 
group interests and with weak mechanisms for coordination and planning. At 
the core of this situation is the organized medical profession, dedicated to pri- 
vate solo fee-for-service practice and autonomous hospitals drawing large sup- 
port from public funds but with weak boards made up of community nota- 
bles. This institutional situation contrasts strongly with medical care facilities 
in other countries of the Western world or with a considerable number of 
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group-care schemes in which practitioner, insurance agency, and hospital are 
integrated under a single control. What is needed is a systematic comparison 
of hospital administration and resource-use in these various kinds of institu- 
tional ‘schemes. 

If the Reder paper did not aleat develop the implications of the non- 
profit character of the American general hospital, neither did the Baumol- 
Bowen paper adequately develop the “basic economic relationships which 
seem ... to underlie the financial problems of the performing arts.” Surely, 
the absence of “pecuniary returns on invested capital” is not a sure criterion 
or a self-evident fact since most of the privately organized performing groups 
on a full-time basis are operated for gainful purposes. That some social pur- 
pose is objectively fulfilled by these groups`is not unique; all occupational 
groups fulfill “some social purpose,” be it merely that of maintaining our .. 
plumbing systems or cutting our hair. Nor is pride in quality a distinctive 
characteristic of the performing arts. Most successful producers of complicat- 
ed products or services who cater to informed and interested buyers become 
quality conscious, and many of these producers earn a deserved reputation 
for dedication to quality as a matter of merchandising reputation. Nor is the 
necessity of choice among abounding investment projects designed to improve 
quality unique to the performing arts; all quality-minded producers wrestle 
with the same dilemmas of rationing under a budget or price restraint. So 
likewise it is to be doubted that the services of performing artists are dis- 
posed of on terms which do not effectively exploit the income and wealth po- 
tential of customers. Even if the artists concerned should be a bit naïve, their 
managers and business organizers are shrewd and resourceful in designing 
schemes for price discrimination and customer segregation on terms which are 
designed to maximize revenues. 

The basic economic relationships which seem to underlie the financial prob- 
lems of the performing arts are found, I would submit, in other directions 
faintly indicated in the Baumol-Bowen account: (1) performing art organiza- 
tions are a surviving species of craft enterprise with its characteristic small 
market, small organization, and operation on the basis of craft skills and 
, talents; (2) though all craft and professional workers derive considerable 
psychic returns from exercise of their skills and talents in a chosen vocation, 
the tendency for utilization of work as a mode of self-expression is carried 
farthest in this calling; (3) though the performing arts have undergone little 
or no technical improvements, the artists involved have been able to reach 
much broader audiences through the revolution in means of transmission 
yielding the new artistic forms and media of the movie, television show, hi-fi, 
phonographic reproduction. Because of the latter technological revolution, the 
performing arts suffer from real technological unemployment, and the low lev- 
els of mean earnings adduced by Baumol-Bowen, while partly depressed be- 
cause they include many part-time workers, also mask, I would guess, an 
unusually wide spectrum of dispersion among celebrities who have broken 
through the mass media and who serve millions and down-and-outers waiting 
their turn on the “extra” line. 
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The case for public support spelled out at the close of the paper can be 
strengthened by appeal to quite other considerations. Such support consti- 
tutes in part a phase of public education, for it develops valuable capacities 
and talents which otherwise would lie dormant. Second, the services of the 
performing arts are enhanced by sharing with others and up to points of 
congestion marginal costs are zero for short-run operations. Third, tastes for 
the performing arts must be cultivated and public expenditures for this pur- 
pose foster “infant industries” which must be renewed with every generation. 


Smmzon E. Leran: This is one of the most interesting sessions of the 
American Economic Association that I have attended. The three excellent pa- 
pers covered the gamut of the economic status of those engaged in higher 
education: from the poorly paid artists (whether painters or dancers) who 
stand at the bottom of university salary lists to the financially elite doctors 
and the equally elite practicing members of this Association. 

Cartter is right. The, university is an economic anomaly. Under Baumol’s 
classification it is probably the prime not-for-profit organization, which large 
group consists of a lot of cats and dogs, as any annual state corporation com- 
missioner’s report will show. It may be superfluous to add, though this re- 
minder is often pertinent, that a university does not exist primarily for re- 
search or the economic gain of professors, but rather for the training and edu- 
cating of students. Nor are hospitals run for doctors or theaters for actors, 
though often the patients and the students tend to be (temporarily) forgot- 
ten. In the theater, however, the audience is always foremost. 

A university is like a firm, as Cartter’ suggests, yet the differences outnum- 
ber the similarities. A diversified output is its goal or the result of its produc- 
tion. The “pieces” are not standardized from one plant to another, nor from 
the same plant in any period of time. Unlike the firm, the university does not 
sell its product at cost or recoup its costs (if it knows them) over the long 
run. When proposals are made to charge full cost to students (or parents), 
the changes are resisted and even deferral of a part of the costs to later years 
is also vigorously opposed. The higher the education the greater the unwill- 
ingness of the individual to assume the costs. Graduate students in recent 
years have succeeded in pushing larger and larger portions of the cost of their 
education on to others—donors of fellowships rather than parents—until 
they, like the institutions that train them, acquire their capital assets via gifts 
or state appropriations. What has become of the old-fashioned notion that 
students are making a capital investment in themselves when they pay for 
their graduate education? Moreover, there is little willingness on the part of 
the students to borrow to finance their education. Nor are the state universi- 
ties willing to charge out-of-state residents the cost of their education. The 
rule is to sell education below cost and depend on subsidies, gifts, donations, 
and gratuities to keep going—true for both individuals and ‘institutions. 

It should be emphasized, too, as Cartter has pointed out, that a large share 
of the cost of graduate education has been borne by undergraduates. In gen- 
eral, undergraduates pay higher tuition than graduate students. They are 
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taught in larger classes by lower-cost instructors, and the savings are diverted 
to upper-class and graduate instruction. Nor do undergraduates need as ex- 
pensive library facilities, computer centers, or laboratory equipment as their 
more advanced companions. It is no accident that the eminent graduate insti- 
tutions have grown up leaning on their colleges; and this has been the typical 
evolution rather than the other way around. Even the undergraduates have 
contributed more liberally (I believe though I haven’t verified this statistical- 
ly) to university fund solicitations than their brothers and sisters with Ph.D.’s 
or other higher degrees. 

It is easy to corroborate, too, how little the universities know about them- 
selves, how sparse are the factual data needed for efficient management, and 
how little use they make of the brains on their staffs (so effectively used by 
outside firms at high consulting fees) to give them competent advice on oper- 
ations, investments, purchasing, advertising—and so on, almost without limit. 
Bigness to some means more than quality, tradition more than efficiency, 
deficits more than savings—many of which could be avoided if their institu- 
tions researched themselves as well as everything else. Educational manage- 
ments do not seem to care about determining “breaking points” or optimum 
size or the number of branch plants they can efficiently operate. Higher edu- 
cation seems to have expanded without regard to cost or quality of output. 
Before some universities can get their new branches into operation they are 
planning even newer ones! Perhaps we should ask, “What can man afford?” 
But that is not as important as one fact from Cartter’s evaluation survey, to 
wit: there is “rather poor” correlation between the size of an institution and 
the quality of its departments. Today the economics departments were the 
object of correlation. Quality and size do not go together! There is reason to 
believe that most of those who strive for size do not care about quality in 
higher education. This may explain the low correlation. 

Quality is expensive, so of course are numbers, and well may the choice be 
made. But quality is expensive regardless of fields, and there is little 
difference, at least in my shop, in top rates of professional pay even among 
noncompeting groups. In my experience, top-notch professors of English, his- 
tory, biology, biochemistry, chemistry, political science, or physics are as well 
paid, in general, as top-notch economists. On each salary peak there are sev- 
eral roosts for a variety of birds. 

The institutional rating survey of which Cartter gave us a glimpse is un- 
doubtedly the best to date, but though the total sample is large, the sample of 
economists seems small when spread over twenty departments. The corrob- 
oration of ratings by even smaller groups was illuminating, but even this does 
not disclose the strengths and weaknesses in specific fields within our disci- 
pline. Here is where graduate students need advice, particularly since they 
either tend to aim for the “top three or four” universities, regardless of weak- 
ness in the area of their concern, or else they tend to accept the largest sti- 
pend offered by anyone. The survey of thirty departments common to our 
universities should help correct this. Perhaps graduate students would be bet- 
ter advised to learn of the weaknesses of a university than of its strengths. 

What Cartter says about the correlation between quality ratings and staff 
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productivity is heartening. It provides evidence to support many of our 
biases, as well as promotion and salary practices. Good departments produce; 
good economists become known to their professional colleagues through what 
they write. Good economists get in good departments—just as good farmers 
till good land. Although production is important, professors can be expected 
to be good teachers. 

The changes in departmental reputations over time, which Cartter points 
out in tables and charts, are most interesting. In spite of constancy at the 
top, these data illustrate the old adage about “shirt sleeves to shirt sleeves.” 
One of my administrative colleagues from Wisconsin says that it takes about 
a decade for professional groups to recognize what has happened to institu- 
tions regardless of the direction of their movement up or down the scale. The 
tables do show what has happened in several departments, perhaps not in all. 

Other changes may yet have to be recognized. This prompts me to ask 
some of you, “Where were you, Charlie, when some of these things were hap- 
pening?” My guess, Charlie, is that you were on leave—too long. 

We are in great debt to our colleagues today for the wealth of material and 
ideas they have presented to us. Let us continue this discussion at future 
meetings. 


MARTIN BRONFENBRENNER: Professors Baumol and Bowen have 
given us not so much a finished paper as a promising progress report of their 
current research on the economic status of the performing arts. Their com- 
pleted book will not only treat their problem under more heads than this 
paper but will include a good deal of the evidence to which they have only 
referred here. Under these circumstances, my role is primarily to suggest a 
few items for the expansion process, which they may have considered or even 
rejected already. There is only one caveat or emendation I should like to 
offer, relating to technological change (point 3 below). 

1. Baumol and Bowen mention “fair price” attitudes among performing 
artists and impresarios as interfering with optimal pricing from the viewpoint 
- of artists’ income. I should go somewhat further, to explore a similar attitude 
among the public which buys their services. The consequences of this attitude 
are, I think, amenable to treatment by the apparatus Samuelson and Mus- 
grave developed a few years ago in connection with public goods. 

Let me condense the Samuelson-Musgrave argument: As taxpayers, con- 
sumers of public goods have an economic motive to understate their demands 
for these goods and shift their costs to other taxpayers. But since “other tax- 
payers” do the same thing, there is a more-or-less universal understatement of 
demand for public goods. Therefore, too few of them tend to be provided rel- 
ative to private goods, from the viewpoint not only of Pareto optimality but 
of more general varieties of welfare theory. The true marginal utilities of pri- 
vate goods tend to be systematically lower (per dollar’s worth) than those of 
public goods, to nearly all consumers of both. 

Something similar may also be true for a class of goods, often private in 
our economy, which we may call “philanthropic goods.” These include not 
only the theater and the concert hall but also the hospital, the university, the 
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library, the museum, the zoo, and similar cultural institutions. When a “fair 
price”—in some cases zero—will not provide the services of cultural institu, 
tions, the man in the street expects someone else to make up the difference— 
‘Washington, City Hall, Santa Claus, Lady Bountiful, or “dedicated” geniuses 
in garrets. While waiting for these people to come to his aid, the man in the 
street again is tempted to understate his demands by “resenting” higher 
prices, and the cultural services are again underprovided. (Sometimes they , 
are not provided at all.) 

An alternative form of this notion is that fair prices are somehow included 
in consumers’ utility functions and that their importance is greater for cultur- 
al and other philanthropic goods than for most other goods. This usually 
means that, when the price of a cultural service rises, the fair price remaining 
the same, the amount of the service demanded falls by more than it would if 
the fair price were not involved in the consumers’ functions. 

2. In this progress report, Baumol and Bowen say little about the supply 
of performing artists, who choose to offer their services for less than they 
could earn in more popular or lower-grade alternative occupations. On this 
subject, I should like to offer.a guess or conjecture for consideration in their 
coming book. This conjecture is that a disproportionately large fraction of 
this supply comes from a few segments of the population. Five such segments 
are: 

a) Scions or proteges of wealthy families. The violinist Albert Spalding ex- 
emplified the first, his contemporary Mischa Elman exemplified the second. 

b) Members of minority races, for whom the arts offer (almost) unique 
methods of rising from ghettos to the cultured world. Examples are plentiful 
from the Jews of Russia and Poland; the American Negroes are providing 
their share as well. 

c) Physically attractive persons, especially women, for whom the arts can 
serve two purposes in one: professional careers and avenues for marriage into 
social classes higher than their parents’. 

d) Specialized castes or guilds, sometimes limited to a few families, who 
pass an art down from generation to generation and include outsiders mainly 
by adoption. The kabuki actors of Japan are cases in point, but the American 
stage has also had its “royal families.” 

e) A few “Renaissance men” with more conventional skills to fall back on 
for bread and butter had their artistic reach exceeded their grasp. Joseph 
Hofmann was an inventor as well as a pianist, Fritz Kreisler a surgeon as 
well as a violinist. l 

A possible consequence of this conjecture about the supply of professional 
performing artists, if the conjecture is correct, is that with the decline of ra- 
cial, religious, sex, and caste barriers to conventional careers, we can expect 
this supply to dry up in the future unless the economic status of these artists 
rises. (Automation may prove me wrong, by giving us all twenty or thirty 
extra hours a week to develop our latent talents to the professional artist 
level.) 

3. Baumol and Bowen base a considerable amount of their pessimism upon 
the insulation of the performing arts from technological improvements, I won- 
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der whether they may not have exaggerated this point somewhat. Many, 
probably most, performing artists have secondary occupations, most of which 
are basically complementary with their artistic development—unlike Baumol 
and Bowen’s “truck driving, lobster fishing, [and] waiting on tables.” If 
some of the most important complementary secondary occupations are amen- 
able to technical progress, the insulation of the artistic performance itself is 
less important than our paper maintains. 

Perhaps a few examples will make the point clearer. As we know, many 
performing artists also teach. When technical progress permits pupils to be 
met five, ten, or twenty rather than one at a time, or when it lessens the time 
the teacher must waste running about between pupils’ homes, there is an im- 
provement in the teacher’s productivity. (I hope improvement stops short of 
the thundering herds of sophomores some of us face in Memorial Auditorium 
for Economics 101.) Artists also make recordings, which apparently generate 
increased net demand for live performances as well, The recording industry, 
surely, is not immune from technical advance. What is true of records seems 
to apply also for films, slides, tapes, television, and the various media for re- 
producing works of graphic art. Baumol and Bowen suggest, and I agree, that 
technical improvements redound in part to workers’ income. What should be 
added to their account is that technical improvements in performing artists’ 
complementary secondary occupations, such as teaching, recordings, and tele- 
vision, add to the artists’ real incomes in much the same way as would im- 
provements in the performing arts themselves. 

4. For all its pessimism, I missed in the Baumol- Bowen paper any sense of 
urgency. Urgency may be uncalled for, but we should recall that a branch of 
art can disappear in fairly short order—or, at least, can collapse into a kind 
of museum piece, preserved in suspended animation and trotted out for visit- 
ing specialists as a living genuine antique. Within the present century, some- 
thing of the sort has happened to the theatrical smorgasbord called vaude- 
ville. Since 1945, something of the sort has accelerated dangerously for al- 
most all the traditional Japanese dramatic and musical arts, despite the great 
economic upsurges since the Korean war. I do not myself believe that it is 
later than Baumol and Bowen think it is—but what if both I and they are 
wrong? 


THE ECONOMICS OF POVERTY 


INVESTING IN POOR PEOPLE: AN ECONOMIST’S VIEW* 
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Economists have made room for economic stability and for growth. 
But poverty for want of a theory is lost in economics notwithstanding 
all of the statistics that show the size distribution of personal income 
and the age, sex, and family composition of people with low income 
and with consumption below some standard. A vast catalogue of the 
attributes of poor people is at hand. But for all that, there is no inte- 
grated body of economic knowledge and no agenda of economic hypoth- 
eses to get at important economic questions about poverty. Although 
there are valuable empirical studies, there is no integrated analytical 
approach to determine the factors that account for the distribution of 
personal income and wealth. It would be a mistaken view, however, to 
blame those who have produced these statistics; for economists have 
not formulated a theory to guide the organization and analysis of facts 
pertaining to poverty. Although it is obvious that without theory sta- 
tisticians founder, if blame we must, we should fault economists for 
not bringing poverty into the realm of economics. 

Nor was it always thus. Malthus theorized about the causes of pov- 
erty and from the type of population growth that he considered normal 
he derived his well-known dismal consequences.* Marx built a system 
which gave the fruits of progress to the owners of capital. Marshall’s 
conception of enterprise implied progress with poverty diminishing; 
Pigou then complemented this with welfare programs. But modern 
economists have not found poverty to their analytical taste. For a time 
there was a concern about the personal distribution of income but it is 
now outmoded. More recently the elegant community welfare function 
was fashionable; but its purpose is not to analyze poverty and it is ob- 

*I am indebted to Harry G. Johnson, Herman P. Miller, and Eugene Smolensky for 
pointing out a number of omissions and ambiguities. Each has made available to me a 
recent paper he had prepared on which I have drawn with profit. 

*The Malthusian conception of the growth in population is by no means obsolete when 
one examines the recent upsurge in population in relation to the supply of food in many 
poor countries. See my, “Economic Growth from Traditional Agriculture,” appearing in 
Agricultural Sciences for the Developing Nations (Pub. No. 76, American Association for 
the Advancement of Science, 1964). The monumental study by B. H. Slicher Van Bath, 
The Agrarian History of Western Europe A.D. 500 to 1850 (St Martin’s Press, 1963), 


leaves little room for doubt that for ages past the growth in population and the expansion 
of agriculture were broadly related in the way that Malthus represented that relationship. 
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viously empty in specifying and identifying poverty. The conventional 
thing to do, of course, is to believe in a natural law which will cause 
poverty to disappear. What remains in the affluent society are pockets 
of people who because of preferences or circumstances have not been 
cleansed by progress! Little wonder then that poverty has no room in 
the house modern economists have built. 

Meanwhile poverty has been placed on the political agenda, sai 
enough in spite of the fact that poor people are poor voters. To add to 
the perplexity, although the legislative approach is cast in terms of 
economic opportunity which should appeal to economists, few have re- 
sponded to this appeal. Data showing the personal distribution of in- 
come were never more abundant and as good as they are presently, and 
yet anyone who examines them critically is convinced that they are far 
from satisfactory in identifying the people who are really poor. Who 
are the poor? Why are they poor? What can best be done to improve 
their lot? These are questions that would seem to require economic 
analysis. But economic theory seems to be of little avail. It could of 
course be true that they are not economic questions, or that the eco- 
nomic components in poverty are trivial and of no importance. I am 
under no illusions that anyone can in one fell swoop formulate the re- 
quired theory, much less that I as a novice in this field can perform this 
task. There are undoubtedly many building blocks of which I have lit- 
tle or no knowledge. Yet, so it seems to me, parts of the core of eco- 
nomics can be used and the contributions that they can make may not 
be trivial in adding to our knowledge of poverty. 

My plan is, first, to consider two applications of “consumer? de- 
mand, then to present three hypotheses with respect to changes in the 
sources of income and the effects of these changes upon poverty, and 
lastly to call attention to some of the implications of this approach. 


I. Two Applications of Demand Theory 


In applying the concept of demand, I turn to the effects of rising per 
capita income upon demand in an attempt to determine why the so- 
called “poverty line” is rising, and also why more young people and 
more of the aged become consumer units with earnings that place them 
in the low-income class. Although it is obvious that the standard by 
which society judges the welfare of the poor has been rising over time, 
it is not obvious that this rising standard represents an increase in the 
demand for welfare services for the poor, that this increase in demand 
as it is revealed by the social-political process is a function of the rise 
in per capita income which can be treated as an income elasticity.’ 


“To visualize this process, it is helpful to use a conventional demand and supply dia- 


512 AMERICAN ECONOMIC ASSOCIATION 


The underlying observed behavior appears to be consistent with an in- 
come elasticity substantially less than unity. During the period since 
the mid-thirties real income per family virtually doubled and the pov- 
erty line, measured in constant dollars, may have risen about one 
half.* I venture that the relevant income elasticity here, although it is 
gradually becoming less elastic as per capita income rises, is 
sufficiently stable to make useful and dependable projections. 

The rise in per capita income also increases the demand for the con- 
venience of smaller households where young people can move from 
their parental household and set up separate households of their own 
and older people can maintain their status as separate families longer 
than formerly.* The demand here also can be treated as a function of 
the rise in income, hence as an income elasticity. The economic logic 
here presumes that families prefer and can afford as their incomes rise 
to have their young people break away from the parental unit and es- 
tablish their own homes at an earlier age than formerly. It also pre- 





gram. Place the price of a standard unit of welfare service on the vertical scale and the 
quantity of such welfare services that will be provided per family for poor people on the 
horizonal scale. Assume for convenience that the supply curve is horizonal in the sense 
_ that the supply price remains constant. The demand curve of the usual slope is then 
drawn. The intercept will indicate the quantity of such welfare services per poor family 
that the social-political process will “vote for” at the price indicated by the intercept. 
Suppose now that the per capita income of the community rises and that the income 
elasticity of the demand for these welfare services is positive, the demand curve will as a 
consequence shift to the right and this means that the social-political process will vote for 
a larger quantity of these welfare services per poor family than formerly and that the 
tity will be indicated by the new intercept. Meanwhile, of course, the development 
that produces the rise in per family income generally may increase the income of many 
families who were formerly poor, so much that even by the new higher standard they are 
no longer among the poor. 

? Eugene Smolensky, in “The Past and Present Poor,” develops a concept of poverty 
which shows that when one takes the contemporary poverty line to be $3,000, the poverty 
line in 1935 was in the neighborhood of $1,950, both expressed in 1959 dollars, thus by 
this measure the poverty line has risen 55 percent since 1935. Real income per family be- 
tween 1935-56 and 1963 rose from $3,343 to $6,613 in 1954 dollars; see Survey of Cur- 
rent Business, Apr., 1964, Table 13. Smolensky places 37 percent of the families in poverty 
as of 1935 and 23 percent so situated in 1959. In the text of his paper he refers to one~ 
third and one-fifth as the appropriate estimates for the mid-thirties and currently. Herman 
P. Miller in “Measurements for Alternative Concepts of Poverty,” American Statistical 
Association, Chicago, Minois, Dec., 1964, presents cogent reasons for the rise in the 
„poverty line and data to show the extent of the rise. He cites estimates of the cost of 
subsistence budgets made by Ruth Mack. According to these estimates, the percent of 
families with income below this budget are as follows: 















Contem Definition 
of Subsistence 


1960 Definition 
of Subsistence 





‘The studies by Dorothy S. Brady are especially relevant in this connection. 
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sumes that families prefer and can afford to maintain their old people 
as separate units longer than formerly before these aged members be- 
come an integral part of the household of their offsprings. It has been 
widely observed that this process of subdivision creates and maintains 
additional consumer units which functionally earn relatively small in- 
comes.’ But what then is the welfare implication of the fact that some 
of these additional consumer units show statistically as poor? When 
treated as an increase in the demand resulting from the rise in income, 
the implication is that the subdivision which occurs for this reason rep- 
resents a superior welfare position, notwithstanding the fact that we 
observe as a consequence more young and old people who are poor sta- 
tistically in terms of earnings.® 

But these two applications of the theory of demand will not tell us 
much about poverty. They call for no investigation of the sources of 
the rise in income, whereas these sources are, so it seems to me, the 
key to the economics of poverty. The history of poverty since the in- 
dustrial revolution can usefully be divided into two parts: economic 
growth with no appreciable rise in per capita income and, then, with 
substantial increases in per capita income.’ The latter is a compara- 
tively recent development and it is for this type that we lack a theoret- 
ical scaffold. Classical theory meanwhile continues to be relevant in 
investigating poverty in an economy in which there is growth but no 
rise in per capita income. The magnificent dynamics of Malthus, Ricar- 
do, James Mill, McCulloch, and Senior—the leading classical econo- 
mists—are based on a model in which earnings per laborer do not rise.® 

*The trend of family income of heads of families, ages 14-24 and 65 and more has 


been declining relative to the income of all families. The following estimates of the median 
income of all families and the two age classes mentioned show this trend. 


MEDIAN Income 














Source: H. P. Miller, Trends in Incomes of Families in the Untted States: 1947 to 1960 
(Technical Paper No. 8, Bureau of Census, Washington, D. C., 1963). 


“The consumption picture is of course substantially modified by income transfers, not 
only through public measures, but importantly by private income transfers to young 
people from their parents and to older people from their established offsprings. 

‘For differences between these two parts and the movement from the first to the sec- 
ond in terms of sociological-economic evidence and in terms of agricultural-economic evi- 
dence, respectively, see Jean Fourasti¢é, The Causes of Wealth (Free Press of Glencoe, 
1960). Translated by Theodore Caplow; and Slicher Van Bath, op. ct. 

8 See, William J. Baumol, Economic Dynamics (Macmillan Co., 1951), Part I. 
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Our economy obviously is not of this type. The plain fact is that the 
earnings of labor are rising, that these additional earnings account for 
virtually all of the rise in per capita income, and that they are the pri- 
mary factor in reducing poverty over time. Why are these earnings in- 
creasing? Why is labor’s functional share of national income becoming 
larger? These questions as already noted have become relevant rather 
recently in our history. How then are we to approach the dynamics of 
our economy with a view of settling these questions? 

Before turning to them let me mention some well-established 
' differences among the sources of income and some specialized chains of 
economic logic to guide particular types of analysis in this field. We 
are accustomed to classifying the functional sources to show whether 
they are from wages and salaries, from property, or from self-employ- 
ment which is as a rule a combination of the two. To these sources in- 
come transfers are then added in classifying the sources of personal 
income. Nor is all of it monetary income; for a part of it is in kind and 
in services that are as a rule consumed directly by those who have such 
sources. But these differences are less important for our purpose than 
are the differences with respect to price, marketability, and the time it 
takes to develop the various sources and to obtain income from them. 
With regard to economic logic, the movements of the different income 
streams, i.e., those from profits, property, and labor, associated with 
the business cycle, undoubtedly have their own internal logic.” So do 
the effects of the process of economic growth upon the income of 
different regions, industries, and occupations.’ Then, too, we now 
have a theory with respect to consumer bebavior for assaying the tran- 
sitory and permanent components of different classes of income." 
Without detracting from these achievements, they do not tell us why 
earnings are rising relative to other income and rising per worker. To 
cope adequately with these questions, we await a general theory that 
will integrate these specialized chains of economic logic and provide us 
with a comprehensive and consistent analytical framework for deter- 


° The income effects of changes in rate of unemployment have been receiving much 
deserved attention. See, for example, Harry G. Johnson, “Poverty and Unemployment” 
(Nov., 1964, unpublished). In explaining the decline in poverty historically, this paper 
attributes more importance to this factor than it would appear to warrant. See, also, 
Eugene Smolensky, “The Past and Present Poor,” already cited. Robert J. Lampman’s 
study, “The Low Tncome Population and Economic Growth,” Joint Economic Commit- 
tee, 86th Cong., 1st Sess., Nov. 16, 1959, also treats unemployment. There are, of course, 
many more treatments. 

* My first attempt to treat poverty belongs here. “Reflections on Poverty within Agri- 
culture,” J.P.E., Feb., 1950; and then on “A Policy to Redistribute the Losses from 
Economic Progress,” J. of Farm Econ., Aug., 1961. It also appears in Labor Mobility 
and Population in Agriculture (Iowa State Univ. Press, 1961). 

Or a Friedman, A Theory of the Consumption Function (Princeton Univ. Press, 
1957). 
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mining the functional and final distribution of personal income. As a 
first step, I shall present the following hypotheses. 


II. Three Hypotheses 


My purpose here is to classify and organize the different sources of 
income streams and then to show how they are related to the observed 

changes in poverty. I propose to use the concepts of supply and de- 
` mand to determine the changes in the prices of the different sources of 
these income streams. Income streams can be given quantitative di- 
mensions per unit of time; i.e., a one-dollar-per-year income stream. 
Except for income transfers, to obtain possession of an income stream 
it is necessary to acquire the source of that stream. These sources are 
valuable, and each income stream in this sense has a price. The price 
may be low or high. If a source of a one-dollar-per-year income stream 
can be acquired for $10, it presumably would be cheap; if it cost $25, 
it would be dear. Thus what we should do is to identify the different 
sources and then proceed to ascertain the price at which each of the 
respective sources can be acquired. The central economic problem then 
becomes one of explaining what determines the price of these income 
streams. In this approach, then, it is meaningful to apply the concepts 
of supply and demand.” 

The underlying assumptions, which are quite conventional, are as 
follows: the sources of income streams are acquired at particular 
prices; these prices change over time, and people respond to changes in 
these prices subject to the restraints of the capital market, their pref- 
erences and capacity to save, the effects of taxes and subsidies, and of 
discrimination with respect to employment and investment. We can 
then postulate a dynamic process from which we can derive the follow- 
ing complementary hypotheses that pertain to the type of economic 
growth that we have had during recent decades: 

1. The price of the sources of income streams that represent the ac- 
quired human capabilities of value in economic endeavor declined dur- 
ing this period relative to the price of material forms. 

2. In responding to this change in the relative prices of these two 
sources of income the rate of investment in human sources rose during 
this period relative to that in material sources. 

3. The increase in the investment in human sources relative to the 
investment in nonhuman sources has increased earnings relative to 
property income and the more equal distribution of investment in men 
has tended to equalize earnings among human agents. 

These are testable hypotheses. They appear to win support from a 


In this paragraph I follow closely my Transforming Traditional Agriculture (Yale 
Univ. Press, 1964), Chap. 5, beginning with p. 74. 
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number of new ‘studies. The private rates of return to schooling sup- 
port the first. My attempt to test the second, admittedly a very rough 
approximation of the increases in the latter two of these stocks, indi- 
cates for the period between 1929 and 1957 that the stock of reproduc- 
ible tangible wealth increased at an annual rate of about 2 percent 
while that of education in the labor force rose at a rate of 4 percent, 
and that of on-the-job training of males in the labor force at over 5 
percent.*® The marked increase in the proportion of the labor force 
that has attended high school and college is one of the developments in 
support of the third hypothesis.** 

But this is not the occasion to enter upon a survey of the studies 
that provide estimates to test these hypotheses. Instead, I want to ex- 
plore the developments that have been altering the underlying supply 
and demand of the major sources of these income streams. 

During a normal business cycle the supply does not change substan- 
tially. The demand, however, shifts back and forth considerably dur- 
ing recessions and booms, and as a consequence the income from cor- 
porate and from some other forms of property fluctuates more over the 
cycle than national income. The fluctuations in income from wages and 
salaries are largest for unskilled labor, for workers who are least 
specific in their training in terms of the labor requirement of employ- 
ers, and for workers who have the least seniority, with the result that 
the inequality of the personal distribution of income decreases in years 
of prosperity and increases in years of depression.” 


Over the long run, both the demand and supply are subject to shifts 


some of which are accumulative and becomé large over time. Among 
the factors that shift the demand for the sources of income streams in 
this context, three are of major importance: 

1. The aggregate demand for goods and service. Theory here is bet- 
ter than the art of fiscal-monetary policy. The aggregate demand was 
obviously far from sufficient during the massive unemployment of the 
early 1930’s. It was more nearly enough during the high employment 
of the mid-fifties. Since then there has been much slack. Idle plants 
and idle men reduce the demand. for the sources of income. Clearly 


“From my “Reflections on Investment in Man,” J.P.E., Sup., Oct., 1962, under the 
title, “Investment in Human Beings,” Table 1, p. 6. 

4 Between 1940 and 1959, for the labor force 18 to 64 years old, both sexes, the number 
that had completed four years of high school rose from 20 to 32 percent, and that had 
attended college rose from 13 to 19 percent of the total labor force. Statistical Abstract of 
the United States 1960, Table 139, p. 109. 

3 Entrepreneurial income aside, in ea free enterprise economy there are two sources of 
income fluctuations that are very burdensome for many poor people. One is a consequence 
of the low price elasticity of the demand for farm products where there are wide year- 
to-year variations in production because of weather. The other arises from short-run 
inelastic supply of unskilled labor where the shifts in demand for such labor are large 
over the business cycle. 
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poor people have much at stake in government policy that will main- 
tain full employment. 

2. The demand effects of the advance in knowledge. These effects 
are commonly concealed under “technological change.”** New knowl- 
edge-that is useful in economic endeavor requires either new forms of 
material capital or new skills on the part of labor, or, what is true in 
general, both are required. This factor, so it appears, has increased the 
demand for high skills relative to low skills and for the productive ser- 
vices of labor (numbers and quality combined) relative to the produc- 
tive services of old and new material things. 

3. The demand effects and changes in restrictions “on the opportu- 
nity for individuals to participate in the productive process to the full 
extent of their potential.” What matters here is discrimination 
against Negroes with respect to jobs, against the aged poor who still 
are willing and able to do productive work but who are required to 
quit working or work only part time to be eligible for retirement and 
survivor payments, and against the participation of women in the labor 
force. 

Turning next briefly to the long-run changes in the supply of the 
sources of income streams, these changes may be explored either in 
terms of adjustments to shifts in the demand or in terms of factors 
which play a fairly independent role. The adjustment process in which 
the demand and supply interact is the core of the economic behavior 
underlying the formulation of the second hypothesis here advanced. 
The major “independent” factors affecting the supply are as follows: 
research and development activities and dissemination of the resulting 
useful knowledge from these activities, the mobility (immobility) of 
particular sources, predominantly labor, in leaving declining industries 
and occupations, the amount and distribution of public investment in 


.. schooling, and, closely related, the discrimination against Negroes, 


rural farm children, and others with respect to schooling. 

Thus, the analytical task at hand might be to account for the ob- 
served decline in poverty, or alternatively to account for the poverty 
that remains. Although the latter has its appeal, for it is more direct, it 
may be less efficient because it is undoubtedly true that the first task is 
a prerequisite to doing the second. I shall therefore continue to concen- 
trate on the first task. 

Income from Property. By all accounts the functional share of in- 
come from property has been declining. The stock of tangible repro- 
ducible wealth has not increased at as high a rate as the acquired abili- 
ties of workers. Differences in the rates of return have favored invest- 


™See my Trensforming Traditional Agriculture, Chap. 9, op. cit. 
AT follow closely here Harry G. Johnson, “Poverty and Unemployment,” already cited. 
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ment in human capital. True, the relative decline in income from ma- 
terial wealth would undoubtedly have been somewhat less during the 
recent past had the tax on corporate income remained at the prewar 
level. Meanwhile, what has been happening to the personal distribution 
of wealth holdings? It is hard to believe that poor people have been 
acquiring a substantially large share of this wealth and that it is the 
source of the income that has brought about the observed decline in 
poverty. The stock of wealth represented by houses may be an excep- 
tion, in the sense that it has been an attractive investment for many 
low-income families while the economy has been adjusting to the fa- 
vorable tax treatment that home ownership has been receiving. But 
homes owned by families with less than $3,000 of income in 1962 had 
a mean value of only $3,750.** Any plausible increase in the net worth 
of low-income consumers ‘since the mid-thirties could account for only 
a very small part of the decline in poverty.” 

Income from Labor. Meanwhile, labor’s functional share of national 
income has been rising. The demand for workers with high skills has 
been increasing at a higher rate than that for low skills. Thus the in- 
centive to increase skills has been strong and the supply of skills has 
been responding; for people have been investing much more than 
formerly to increase their skills. But why has the demand for skills 
been shifting upward in this manner? In my judgment it has come 
about mainly as a consequence of the dynamic process in which skills 
along with new useful knowledge gradually have been increasing na- 
tional income, and at the same time the resulting rise in per capita in- 
come of consumers has altered the mix of products and services de- 
manded in such a way that the products and services requiring high 
skills have increased at a higher rate than that of those requiring low 
skills. Another factor of some importance in this process has undoubt- 
edly been the increase in the demand for producer durables and ser- 
vices by the military establishment, which also has been i mopeasng the 
demand for high skills. 


HOI. Implications 


The frst and most general implication is that the observed large de- 
cline in poverty is primarily a consequence of increases in income from 
labor. It is not to be attributed to income from property. The real 
earnings of workers have been rising because the demand. for high 


™ See, “Survey of Financial Characteristics of Consumers,” Fed. Res. Bul., Mar., 1964, 
Supp. Table 2B. 
>The families with less than $3,000 of income in 1962 in the Federal Reserve Survey 
just referred to had a mean net worth of $8,875. Even if one were to assume that this 
net worth had doubled over recent decades for those at this real income level and one 
pee to allow a 10 percent rate of return, it would account for only $444 of additional 
come. 
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skills has been increasing relative to that for low skills and because 
workers have been acquiring the more valuable skills. 

Another implication is that a substantial part of the remaining pov- 
erty is a consequence of a number of disequilibria. Although workers 
have been responding to the changes in the market for skills, the econ- 
omy in this respect has been in substantial disequilibrium at many 
points. The reasons why this is so are fairly obvious; namely, unem- 
ployment, the adverse incidences of economic growth on some sectors, 
inadequate information, and a lack of opportunity to invest in acquir- 
ing the more valuable skills because of discrimination and the re- 
straints on the capital market in providing funds for this purpose. Let 
me call attention to three of these disequilibria. 

1. The market for the skills that are required in agriculture has 
been long depressed. Although the labor force devoted to farming has 
declined by one-half since 1940, the market for these skills is still in 
serious disequilibrium. Older members of this labor force have had no 
real alternative but to settle for the depressed, salvage value of the 
skills they possess. In many farm areas the quality of elementary and 
secondary schooling has been and continues to be far below par” and 
thus the oncoming generation from these areas is ill-prepared to take 
advantage of the strong market in other parts of the economy for high 
skills. It should also be said that the vast expenditures by the federal 
government on behalf of agriculture have not been used to raise the 
level of these skills; on the contrary, they have been used in ways that 
enhance the income from some classes of property and that worsen the 
personal distribution of income among farm families. Thus it should 
not come as a surprise that although farm families are presently a very 
small faction of all U.S. families, they account for much of the ob- 
served poverty™ and that many of the families in urban areas who are 
below the poverty line have recently come from our farms. 

2. The market for the skills of Negroes has also been long depressed 
and the poverty component here is large. This market has been inter- 
twined with that of agriculture; and both on our farms and in our 

™*See my “Underinvestment in the Quality of Schooling: The Rural Farm Areas,” in 
Increasing Understanding of Public Problems and Policies 1964, Proceedings of the 14th 
National Agricultural Policy Conference, College Station, Texas, Sept. 15-17, 1964 (Jan., 
1965, Farm Found., Chicago). 

“Tt should be noted, however, that the precise amount of poverty attributed to farm 
families is not as large as the widely used statistics appear to show. Wealth holdings are 
large relative to measured income. My estimate of average net asset position of farmers 
who are actually farming (3.48 million in 1963) was approximately $35,800 per farmer in 
1963 (from my “Our Welfare State and the Welfare of Farm People,” Soc. Serv. Rev., 
June, 1964, pp. 125-26). In the “Survey of Financial Characteristics of Consumers,” Fed. 
Res. Bul., Mar., 1964, Table 2, p. 293, the average net worth of the 2 million farm opera- 
tors in this sample came to $43,973 on Dec. 31, 1962. My colleague, Margaret Reid, has 


done yeoman work in directing attention to components of'real income of farm operator 
families that are still not measured, 
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cities, there has been and continues to be much job discrimination. 
More important still is the low level of skills of Negroes, which is 
mainly a consequence of the history of discrimination against Negroes 
in schooling. Not only have Negroes obtained fewer years of schooling 
but the schooling has been of very low quality; it was especially so for 
the older Negroes in the labor force. 

' 3. The South is burdened with much more poverty than other re- , 
gions basically for three reasons: (a) it is more dependent upon agri- 
culture than the rest of the United States (it accounted for over 45 
percent of all U.S. farms at the time the 1959 census of agriculture 
was taken); (b) the labor force in the South is more largely Negro 
than in the North and West and in terms of marketable skills the Ne- 
groes in the South are even worse off than the Negroes in other 
regions; and (c) relatively more of the whites in the labor force in the 
South have low skills than whites in other regions. In short, the South 
has been lagging seriously in providing people the opportunities to in- 
vest in acquiring the high skills for which the demand has been in-: 
creasing at so rapid a rate, predominantly because of social, political, 
and economic discrimination adverse to poor people. 

In conclusion, this paper is a modest proposal to provide a small 
room for poverty in the house that economists have built. To furnish it 
there are two handy demand pieces. Both go back to the preferences of 
people underlying their demand: one is for welfare which marks the 
poverty line, and the other is for consumer units which divide families. 
They give us two more attractive income elasticities to estimate and to , 
converse about. A more useful piece is designed to explain the large 
decline in poverty. The concepts of supply and demand can be applied 
to determine the price of the different sources of income streams. In- 
structions are included for setting up the economic logic of our devel- 
opment during the recent past and for deriving from this logic three 
testable hypotheses. Available tests are comforting. Thus it would ap- 
pear that there have been strong economic incentives to invest in man, 
and such investments will explain most of the observed decline in pov- 
erty. The poverty that remains is to a large extent the result of such 
investment opportunities having been thwarted. 


APPROACHES TO THE REDUCTION OF POVERTY* 


By Ropert J. LAMPMAN 
University of Wisconsin 


The greatest accomplishment of modern economies has been the 
. raising of living standards of the common man and the reduction of 
the share of the population in poverty. Contrary to the gloomy predic- 
tions of Malthus, production has increased faster than population and, 
unlike the expectations of Marx, inequality of income has not steadily 
increased. The growth in value of product per person is generally un- 
derstood to arise out of more capital, economies of scale and speciali- 
zation, better management and organization, innovation with regard 
both to end products and techniques of production, greater mobility of 
factors, and improved quality of labor. All of these in turn yield addi- 
tional income which, in a benign spiral, makes possible more and high- 
er quality inputs for further growth. 

The process of growth has not meant simply higher property in- 
comes. As a matter of fact, income from property has fallen as a share 
of national income? Neither has growth meant a. widening of 
differential for skill in labor incomes. Rates of pay for the most menial 
of tasks have tended to rise with average productivity. Social policies 
in fields such as labor and education aimed at assuring opportunities 
for all have narrowed initial advantages of the more fortunate. Such 
policies, along with taxation, social insurance, and public assistance 
measures which redistribute income toward the poor have tended to 
stabilize if not reduce the degree of income inequality. 

A growth in productivity of 2 percent per person per year and a rel- 
atively fixed pattern of income inequality probably have combined to 
yield a net reduction in poverty in most decades of American history. 
However, the rate of reduction has undoubtedly varied with changes in 
the growth rate, shifts from prosperity to depression, changes in immi- 
gration, in age composition, and in differential family size by income 
level. 


The Poverty Rate and the Peay Income Gap 


Using a present-day standard for poverty and even without recog- 
nizing the relativity of poverty over long periods, we would estimate 
* My colleagues Martin H. David, Harold M. Groves, and Burton A, Weisbrod have 


been helpful to me in criticizing an earlier version of this paper. 
1 Irving Kravis, The Structure of Income (1962), pp. 127-42. 
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that poverty had become a condition that afflicted only a minority of 
Americans by the second decade of this century. This situation was 
upset by the Great Depression of the 1930’s but later restored by the 
booming economy of World War II. The postwar period has yielded a 
somewhat above average rate of growth in productivity and a reduc- 
tion in poverty which probably is at least average for recent decades. 
The number of families in poverty (as marked off from nonpoverty by - 
a $3,000 income at 1962 prices) fell from 12 million in 1947 to 9 mil- 
lion in 1963. This was a drop from 32 percent to 19 percent of families. 

The rate of reduction one records or predicts will vary somewhat 
with the definition of poverty which he adopts. The Council of Eco- 
nomic Advisers adopted an income cut-off of $3,000 of total money in- 
come for families and $1,500 for unrelated individuals.’ It is not in- 
consistent with those guidelines to make further modification for fami- 
ly size, using $3,000 as the mark for an urban family of four persons 
with variations of $500 per person and to set a lower mark for rural 
families. Such a procedure yields a slightly lower rate of reduction in 
the percentage of all persons in poverty than is suggested by the 32 to 
19 drop shown above.’ This discrepancy is due to a shift in family size 
and the rural to urban migration during the postwar years. 

It is possible that consideration of personal income as opposed to 
total money income, of average rather than one year’s income, of as- 
sets and extraordinary needs as well as income, and of related matters 
would alter our understanding of how poverty has been reduced. It is 
clear that some of these considerations affect the number and the 
composition of the population counted as poor; and it is obvious that 
the rate of reduction would vary if we varied the poverty line over 
time. 

These matters of definition are important to a refinement of the gen- 
eralized goal of elimination of poverty to which President Johnson has 
called us. Economists can assist in reaching a national consensus on 
the specific nature of the goal, of ways to measure the distance from 
and rate of movement toward the goal. Currently we are in the stage of 
goal-setting with poverty that occurred in 1946 with unemployment 
and that we have experienced with respect to other national goals such 
as price stability and economic growth. Hopefully, out of current con- 
troversy there will emerge a refined and only infrequently changed 
measurement of poverty reduction which will take its place along with 
the unemployment rate and the growth rate and the consumer price 
index as guides to appraisal of the performance of the economy. In the 

a Annual Report (1964), Chap. 2. 


"This is roughly the procedure followed by my Low Income Population and Economic 
Growth, Study Paper No. 12, Joint Economic Committee, 86th Cong., 1st Sess., 1959. 
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meantime, we can carry on our discussion of ways and means to 
achieve the general goal with the rough and ready measures that are at 
hand. 

At this point in time, poverty is clearly a condition which afflicts 
only a minority—a dwindling minority—of Americans. The recent av- 
erage rate of change, namely, a fall in the percentage of families in 
poverty by one percentage point per year, suggests that the poverty 

` problem is about twenty years from solution. This rate of reduction 
may be difficult to maintain as we get down to a hard core of poverty 
and a situation in which further growth will not contribute to the re- 
duction of the poverty rate. My own view is that this rate is still high- 
ly responsive to changes in the growth rate and that it will continue to 
be so for some time ahead. The relationship between the two rates is a 
complex one and is influenced by such things as demographic change, 
changes in labor force participation, occupational shifts in demands 
for labor, and derived changes in property incomes and social security 
benefits. Some groups—notably the aged, the disabled, and the broken 
families—have poverty rates that appear to be relatively immune to 
growth in average income. One powerful drag on the responsiveness of 
the poverty rate to growth, which has now about run its course and 
will shortly reverse, is the aging and reduction in labor force participa- 
tion of family heads.‘ 

While the size of the poverty population is dwindling, the size of 
what can be called the “poverty income gap” is diminishing. This 
gap—the aggregate amount by which the present poor population’s in- 
come falls short of $3,000 per family or $1,500 per unrelated individ- 
ual—is now about $12 billion, or 2 percent of GNP. As time goes on 
this gap will assuredly be less, both because of economic growth and 
because of scheduled increases in social insurance benefits. (Transfers 
now make up about $10 billion of the $25 billion income of the poor.) 
Projecting recent rates of change suggests that by 1975 the poor will 
be no more than 12 percent of the population and the poverty income 
gap will be as little as 1 percent of that year’s GNP. 

As I see it, the goal of eliminating poverty needs to have a time di- 
mension and intermediate targets. I assume we want a rate of progress 
at least as fast as that of recent years. Further, it helps to think of the 
goal in two parts: the reduction of the poverty rate and the reduction 
of the poverty income gap. This means we want to work from the top 
down and from the bottom up, so to speak. The aim of policy should 


* These questions are pursued in the form of an exchange with John K. Galbraith in 
ibid., pp. 13-28. For a different approach and different conclusions, see W. H. Locke Ander- 
son, “Trickling Down: The Relationship Between Economic Growth and the Extent of 
Poverty Among American Families,” Q.J.E., Nov., 1964, pp. 511-24. 
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be to do each type of reduction without slowing the other and to do 
both with the least possible sacrifice of and the greatest possible con- 
tribution to other important goals. 


Why Poverty Persists 


As background to such strategic decisions, it is useful to categorize 
the causes of poverty in today’s economy. But perhaps it is necessary 
first to brush aside the idea that there has to be some given amount of ° 
poverty. Most economists have long since given up the idea that a pro- 
gressive society needs the threat of poverty to induce work and sobrie- 
ty in the lower classes. Similarly, one can consign to folklore the ideas 
that some are rich only because others are poor and exploited, that if 
none were poor then necessary but unpleasant jobs would go undone, 
that the middle class has a psychological need to exclude a minority 
from above-poverty living standards, and that poverty is a necessary 
concomitant of the unemployment which necessarily accompanies eco- 
nomic growth. 

Why, then, is it that there remains a minority of persons who are 
involuntarily poor in this affluent society? How does our system select 
the particular members for this minority? To the latter question we 
offer a three-part answer: (1) Events external to individuals select a 
number to be poor. (2) Social barriers of caste, class, and custom de- 
nominate persons with certain characteristics to run a high risk of © 
being poor. (3) The market assigns a high risk of being poor to those 
with limited ability or motivations. 

One cannot look at the data on who are the poor without sensing 
that many are poor because of events beyond their control. Over a 
third of the 35 million poor are children whose misfortune arises out of 
the chance assignment to poor parents. In some cases this poverty 
comes out of being members of unusually large families. Among the 
poor adults, about a third have either suffered a disability, premature 
death of the family breadwinner, or family dissolution. A considerable 
number have confronted a declining demand for services in their cho- 
sen occupation, industry, or place of residence. Some have outlived 
their savings or have lost them due to inflation or bank failure. For 
many persons who are otherwise “normal” poverty may be said to 
arise out of one or a combination of such happenings. 

A second factor that operates in the selection of persons to be poor 
is the maintenance of social barriers in the form of caste, class, and 
custom. The clearest example of this, of course, is racial discrimination 
with regard to opportunities to qualify for and to obtain work. (It is 
perhaps worth emphasizing here that only a fifth of the present poor 
are nonwhite, and that only a minority of the nonwhites are presently 
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poor.) Similar types of arbitrary barriers or market imperfections are 
observable in the case of sex, age, residence, religion, education, and 
seniority. They are formalized in employer hiring procedures, in the 
rules of unions and professional and trade associations, in governmen- 
tal regulations concerning housing and welfare and other programs, 
and are informally expressed in customer preferences. Barriers, once 
-established, tend to be reinforced from the poverty side by the alienat- 
ed themselves. The poor tend to be cut off from not only: opportunity 
but even from information about opportunity. A poverty subculture 
develops which sustains attitudes and values that are hostile to escape . 
from poverty. These barriers combine to make events nonrandom; 
e.g., unemployment is slanted away from those inside the feudalistic 
walls of collective bargaining, disability more commonly occurs in jobs 
reserved for those outside the barriers, the subculture of poverty in- 
vites or is prone to self-realizing forecasts of disaster. 

The third factor involved in selecting persons out of the affluent so- 
ciety to be poor is limited ability or motivation of persons to earn and 
to protect themselves against events and to fight their way over the 
barriers.” To the extent that the market is perfect one can rationalize 
the selection for poverty (insofar as earnings alone are considered) on 
the basis of the abilities and skills needed by the market and the dis- 
tribution of those abilities and skills in the population. But we note 
that ability is to some extent acquired or environmentally determined 
and that poverty tends to create personalities who will be de-selected 
by the market as inadequate on the basis of ability or motivation. 


Countering “Events” 


Approaches to the reduction of poverty can be seen as parallel to the 
causes or bases for selection recounted above. The first approach, then, 
is to prevent or counter the events or happenings which select some 
persons for poverty status. The poverty rate could be lessened by any 
reduction in early death, disability, family desertion, what Galbraith 
referred to as excessive procreation by the poor, or by containment of 
inflation and other hazards to financial security. Among the important 
events in this context the one most relevant to public policy considera- 
tion at this time is excessive unemployment. It would appear that if 
the recent level of over 5 percent unemployment could be reduced to 4 
percent, the poverty rate would drop by about one percentage point.° 

3 For an insight into the relative importance of this factor see James M. Morgan, Martin 
H. David, Wilbur J. Cohen, and Harvey E. Brazer, Income and Welfare in the U.S. 
(1962), pp. 196-98. 

“Unemployment is not strikingly different among the poor than the nonpoor. Non- 


participation in the labor force is more markedly associated with poverty than is unem- 
ployment. However, it seems that about 1 million poor family heads experience unem- 
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Further fall in the poverty rate would follow if—by retraining and re- 
location of some workers—long-term unemployment could be cut or if 
unemployment could be more widely shared with the nonpoor, 

To the extent that events are beyond prevention, some, e.g., disabili- 
ty, can be countered by remedial measures. Where neither the preven- 
tivé nor the remedial approach is suitable, only the alleviative meas- 
ures of social insurance and public assistance remain. And the. 
sufficiency of these measures will help determine the poverty rate and 
the size of the poverty income gap. It is interesting to note that our 
system of public income maintenance, which now pays out $35 billion 
in benefits per year, is aimed more at the problem of income insecurity 
of the middle class and at blocking returns to poverty than in facilitat- 
ing exits from poverty for those who have never been out of poverty. 
The nonpoor have the major claim to social insurance benefits, the lev- 
els of which in most cases are not adequate in themselves to keep a 
family out of poverty. Assistance payments of $ billion now go to 8 
million persons, all of whom are in the ranks of the poor, but about 
half of the 35 million poor receive neither assistance nor social insur- 
ance payments. One important step in the campaign against poverty 
would be to reexamine our insurance and assistance programs to dis- 
cover ways in which they could be more effective in helping people to 
get out of poverty. Among the ideas to be considered along this line are 
easier eligibility for benefits, higher minimum benefits, incentives to 
earn while receiving benefits, ways to combine work-relief, retraining, 
rehabilitation, and relocation with receipt of benefits. 

Among the several events that select people for poverty, the ones 
about which we have done the least by social policy are family break- 
up by other than death and the event of being born poor. Both of these 
could be alleviated by a family allowance system, which the U.S., al- 
most alone among Western nations, lacks. We do, of course, have ar- 
rangements in the federal individual income tax for personal deduc- 

‘tions and exemptions whereby families of different size and composi- 
tion are ranked for the imposition of progressive rates. However, it is a 
major irony of this system that it does not extend the full force of its 
allowances for children to the really poor. In order to do so, the tax 
system could be converted to have negative as well as positive rates, 
paying out grants as well as forgiving taxes on the basis of already 
adopted exemptions and rates. At present there are almost $20 billion 
ployment during the year. (Census Population Reports, P-60, No. 39, Feb. 28, 1963, 
Tables 15 and 16.) If half of this group were moved out of poverty by more nearly full 
employment, then the poverty rate would be one percentage point lower. Another way 

` to estimate this is as follows. The national income would be $30 billion higher than it is 


if we had full employment. And a $30 billion increase in recent years has generally meant 
a full Percentage point drop in the percent of families in poverty. i 
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of unused exemptions and deductions, most of which relate to families 
with children. Restricting the plan to such families and applying a neg- 
ative tax rate of, say, 20 percent, to this amount would “yield” an al- 
lowance total of almost $4 billion. This would not in itself take many 
people out of poverty, but it would go a considerable distance toward 
oe the poverty income gap, which now aggregates about $12 bil- 
. lion. 

It would, of course, be possible to go considerably further by this 
device without significantly impairing incentive to work and save. 
First, however, let me reject as unworkable any simple plan to assure a 
minimum income of $3,000. To make such an assurance would induce 
many now earning less than and even some earning slightly more than 
$3,000 to forego earnings opportunities and to accept the grant. Hence | 
the poverty income gap of $12 billion would far understate the cost of 
such a minimum income plan. However, it would be practicable to 
enact a system of progressive rates articulated with the present income 
tax schedule.’ The present rates fall from 70 percent at the top to 14 
percent at income just above $3,700 for a family of five, to zero per- 
cent for income below $3,700. The average negative tax rates could 
move, then, from zero percent to minus 14 percent for, say, the unused 
exemptions that total $500, to 20 percent for those that total $1,000 
and 40 percent for those that total $3,700. This would amount to a 
minimum income of $1,480 for a family of five; it would retain posi- 
tive incentives through a set of grants that would gradually diminish 
as earned income rose. 

The total amount to be paid out (interestingly, this would be shown 
in the federal budget as a net reduction in tax collections) under such 
a program would obviously depend upon the particular rates selected, 
the definition of income used, the types of income-receiving units de- 
clared eligible, and the offsets made in public assistance payments. But 
it clearly could be more than the $4 billion mentioned in connection 
with the more limited plan of a standard 20 percent negative tax rate. 
At the outset it might involve half the poverty income gap and total 
about $6 billion. This amount is approximately equal to the total fed- 
eral, state, and local taxes now paid by the poor. Hence it would 
amount to a remission of taxes paid. As the number in poverty fell, the 
amount paid out under this plan would in turn diminish. / 


Breaking Down Barriers 


The approaches discussed thus far are consistent with the view that 
poverty is the result of events which happen to people. But there are 


‘Cf, Milton Friedman, Capitalism and Freedom (1962), pp. 192-93. 
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other approaches, including those aimed at removing barriers which 
keep people in poverty. Legislation and private, volunteer efforts to as- 
sure equal educational and employment opportunities can make a con- 
tribution in this direction. Efforts to randomize unemployment by area 
redevelopment and relocation can in some cases work to break down 
“islands of poverty.” Public policy can prevent or modify the forming 
of a poverty subculture by city zoning laws, by public housing and by « 
regulations of private housing, by school redistricting, by recreational, 
cultural, and public health programs. It is curious that medieval cities 
built walls to keep poverty outside. Present arrangements often work 
to bottle it up inside cities or parts of cities and thereby encourage 
poverty to function as its own cause. 


Improving Abilities and Motivations 


The third broad approach to accelerated reduction of poverty relates 
to the basis for selection referred to above as limited ability or motiva- 
tion. The process of economic growth works the poverty line progres- 
sively deeper into the ranks of people who are below average in ability 
or motivation, but meantime it should be possible to raise the ability 
and motivation levels of the lowest. It is interesting that few children, 
even those of below average ability, who are not born and raised in 
poverty, actually end up in poverty as adults. This suggests that poverty 
is to some extent an inherited disease. But it also suggests that if poor 
children had the same opportunities, including preschool training and 
remedial health care; as the nonpoor (even assuming no great break- 
throughs of scientific understanding), the rate of escape from poverty 
would be higher. Even more fundamentally, we know that mental re- 
tardation as well as infant mortality and morbidity have an important 
causal connection with inadequate prenatal care, which in turn Relates 
to low income of parents. 

A belief in the economic responsiveness of poor youngsters to im- 
proved educational opportunities underlies policies advocated by many 
educational theorists from Bentham to Conant. And this widely shared 
belief no doubt explains the emphasis which the Economic Opportuni- 
ty Act places upon education and training. The appropriation under 
that Act, while it seems small relative to the poverty income gap, is 
large relative to present outlays for education of the poor. I would esti- 
mate that the half-billion dollars or so thereby added increases the na- 
tional expenditure for this purpose by about one-seventh. To raise the 
level of educational expenditure for poor children—who are one-fifth 
of the nation’s children but who consume about a tenth of educational 
outlay—to equal that of the average would cost in the neighborhood of 
$3 billion. Such an emphasis upon education and training is justified 
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by the fact that families headed by young adults will tend, in a few 
years, to be the most rapidly increasing group of poor families. 


Summary 


Past experience provides a basis for the belief that poverty can be 
eliminated in the U.S. in this generation. The poverty rate has been 
reduced at the rate of one percentage point a year; the poverty income 

` gap is now down to 2 percent of GNP. 

Preventing and countering the “events” which re people for pov- 
erty can help to maintain or accelerate the rate at which we have been 
making progress against poverty. For example, by returning to the 4 
percent “full employment” rate of unemployment, we would instan- 
taneously reduce the poverty rate by one percentage point. For anoth- 
er example, we could make a great stride toward early closing of the 
poverty income gap by modifying the income tax to pay out family al- 
lowances. 

Another broad approach to the elimination of poverty is to break 
down the social barriers which restrict opportunities for the poor. Ex- 
amples of this are legislating against practices of discrimination and 
making plans to bring the poor into the mainstream of community life. 

The third approach is to make progressively greater investment in 
improving the abilities and motivations of the poor. Substantial in- 
crease in outlays for education and training is a promising example of 
this approach. 

Reduction of poverty hinges on the attainment of other goals such 
as economic growth, full employment, income security, and equal op- 
portunity. But it also turns upon the reduction of poverty itself since 
poverty to an important degree causes itself. Hence, any favorable 
break in the circle makes the next step easier. More nearly full em- 
ployment makes barriers less meaningful; lower barriers shrink 
differences in motivation. Similarly, higher incomes for the poor work 
to reduce both acquired and at-birth limitations of ability. 

But any one of the approaches will involve costs, and it would be 
valuable to know their comparative cost-benefit ratios. It is on this 
that, by theoretical and empirical research, including intercountry 
study, social scientists can make a distinctive contribution to the long- 
dreamed-of, but now explicitly stated, goal of eliminating poverty. 


\ 
POVERTY: THE SPECIAL CASE OF THE NEGRO* 


By ALAN BATCHELDER 
Kenyon College 


Presumably, a Negro family receiving $2,400 annually would expe- 
‘rience, because of such low income, discomfort identical with that ex- 
perienced by a white family in exactly the same circumstances. Why 
then a special paper on Negro poverty? Because, in America, the white 
and Negro situations are never identical. Surely, because of discrimina- 
tion, poor Negroes are psychologically more discomfited than poor 
whites. But economists do not investigate such discomfiture. Why, then, 
a special economics paper on Negro poverty? 

Because at least five economic considerations distinguish Negro — 
from white poverty. As Wordsworth observed of the echo, “Like,—but 
oh how different.” 

First, $1,000 buys less for a poor Negro than for a poor white. 

Second, the demographic cross-section of the Negro poor is unlike 
that of the white poor. ` 

Third, poor Negroes suffer though the general weal benefits from 
secular changes in urban renewal, education medians, agriculture, 
manufacturing location, technology, and social minimum wages. 

Fourth, the effect of government transfer payments is different for 
poor Negroes than for poor whites. 

Fifth, discrimination operates against Negroes to restrict access to 
education and to the jobs that can provide an escape from poverty. 

These considerations will be discussed in turn. 


Some Historical Perspective 


When considering American Negro affairs, one must remenet that 
social and economic conditions of Negroes are most responsive to un- 
employment rates. In 1900, 90 percent of American Negroes lived in 
the South, most on farms. The few urban Negroes were totally exclud- 
ed from manufacturing and from all but menial and laborious jobs. 
The situation changed to the Negro’s advantage only during German 
nationalism’s wars. Wartime labor shortages induced managers of 
large manufacturing corporations to admit Negroes to the production 
jobs that permitted Negroes to make relative income gains. 

During peacetime, the Negro position remained the same or dete- 

*J wish to thank P. M. Titus, P. B. Trescott, W. G. Grigsby, and Yung Ping Chen for 
their many helpful commenta. 
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riorated. When labor markets softened between 1949 and 1959, the in- 
come position of Negro men relative to that of white men fell in every 
section of the country [1]. Rising productivity cut the number of 
whites and Negroes living in poverty, but the incidence of poverty 
among Negroes rose between 1950 and 1962 from 2 to 2% times the 
white rate [26, p. 339]. 

The past decade’s many admonitions and laws opposing discrimina- 
tion could not raise the Negro’s relative economic position in the face 
of rising unemployment. If Negroes are to approach economic and 
civil equality in the future, unemployment rates must fall. 

Full employment affects all Negroes. Attention now turns to the 
characteristics distinguishing poor Negro from poor white Americans. 


The Negro Dollar: Second-class Money 


When citing statistics of poverty, the portion of Negro families re- 
ceiving incomes below a particular figure, e.g., $3,000, is often com- 
pared with the portion of white families receiving incomes below $3,- 
000. Such comparisons implicitly assume the Negro’s $3,000 buys as 
much as the white’s $3,000. It does not. 

American cities have two housing markets: the city-wide white mar- 
ket and the circumscribed Negro market. Because supply is restricted, 
Negroes [33, p. 36] “received less housing value for their dollars spent 
than do whites. .. . Census statistics indicate that . . . non-white ren- 
ters and home owners obtain fewer standard quality dwellings and fre- 
quently less space than do whites paying the same amounts.” A Chi- 
cago welfare department study found [18, p. 13] “housing defects 
significantly greater for Negro than for white families, despite the fact 
that rents for Negro families are 28% a month higher than for whites 
in private dwellings.” 

Landlords are sometimes judged greedy extortionists for charging 
Negro tenants higher rents than whites. But they are operating in a 
market of restricted supply; high Negro rents reflect supply and de- 
mand relationships, not conspiratorial landlord greed. Since 15 percent 
of the consumption expenditures of urban Negro families is for shelter 
[27], real income is significantly reduced by relatively high rents. 

Poor urban Negroes also pay more than whites for identical consum- 
er durables bought on credit [3, pp. 12-20]. (Negroes pay more than 
whites for residential financing, too [31, p. 344].) The difference 
may be due to white reluctance to sell to Negroes (Becker’s discrimi- 
nation [2]), to Negro immobility, or to the sellers’ assumption that 
poor Negroes are poorer risks than poor whites. Whatever the cause, 
real income suffers. 

Poor Negro families average a half-person larger than poor white 
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families [11, p. 10]. Consequently, per capita real income of poor 
Negroes is even farther below per capita real income of poor whites. 

If, then, $3,000 in Negro money buys only as much as $2,800 or 
even $2,500 in white money and is distributed over more people, one 
should keep in mind appropriate reservations when comparing percent- 
age of whites with percentage of Negroes below some income level. 


Differences in Demographic Characteristics 


The Negro poor differ from the white poor in demographic charac- 
teristics. Remembering that Negro numbers will be understated, uni- 
form dollar incomes can be used to identify nonwhite (not Negro) and 
white poor. Defining as poor, families with incomes under $3,000 and 
individuals living independently with incomes under $1,500 in 1959, 
four social-economic variables distinguish the nonwhite from the white 
poor. 

‘First, the nonwhite poor are concentrated in the South. In 1960, 72 
percent (52 percent)* of poor nonwhite families; only four of ten (27 
percent) poor white families lived in the South (unless otherwise 
noted, all statistics in this section are from reference [25]). The 32 
point difference in southern concentration resulted because, in 1960, 
the proportion of nonwhites was double the proportion of whites living 
in the South. 

Second, low income is more of a rural phenomenon for whites than 
for nonwhites; 18 of every 100 (4 percent) poor white families, 12 of 
every 100 (3 percent) poor nonwhite families lived on farms in 1960. 
Fully 84 percent (79 percent) of nonwhite, only 44 percent (63 per- 
cent) of white farm families were poor in 1959, but nonwhites have 
withdrawn from farming more completely than have whites. 

Third, the aging of husbands is a much more important cause of 
white than of nonwhite poverty. Other forces are important in causing 
nonwhite poverty. In 1959, 29 percent of poor white families but only 
13 percent of poor nonwhite families were headed by a man older than 
sixty-four years. Among unrelated individuals, 40 percent of the white 
poor, only 26 percent of the nonwhite poor were past sixty-four. 

Fourth, nonwhite poverty, far more than white, is associated with 
families headed by women. American Negro women have always borne 
exceptionally heavy family responsibility. In 1910 there were 20 gain- 
fully employed white women for every 100 employed white men; there 
were 67 employed Negro women for every 100 employed Negro men 
[20, pp. 66-67]. Even in 1959, only 8 percent of white families but 
21 percent of nonwhite families were headed by women. Three-fourths 


1 The figures in parentheses refer to individuals living independently. 
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of these nonwhite families were poor in 1959. Consequently, 32 per- 
cent of all poor nonwhite families, only 19 percent of all poor white 
families, were headed by women in 1959. 


Urban Renewal, Shrinking the Supply of Dwellings 


A lilting song of World War I charged 
It’s the same the whole world over, 
It’s the poor wot gets the blame, 
It’s the rich wot gets the pleasure, 
Ain’t it all a blooming shame. 


Forces afoot today give the affluent society and even poor whites the 
pleasure while injuring poor Negroes. One of these forces is urban re- 
newal. It replaces slums with aesthetically attractive, commercially 
profitable structures, some of which provide low-income housing supe- 
rior to that which the private market could provide. 

Yet urban renewal seems to effect a net reduction in housing supply 
for poor Negroes. L. K. Northwood found [32, pp. 107-08] “the sup- 
ply, of housing has been reduced in areas formerly occupied by Negro 
families. . . . 115,000 housing units were . . . planned to replace 190,500 

. a net loss of 75,000.” Because many urban Negroes live in slums, 
60 percent of the persons dispossessed by urban renewal demolition 
have been Negroes [31, p. 348]. 

The long-run tendency to reduce the supply of low-cost housing is 
aggravated in the short run because time must elapse between demoli- 
tion of old and dedication of new buildings. During short runs as long 
as five years [8, pp. 132-33] urban renewal reduces housing supply 
by demolition uncompensated by new construction. 

Poor whites may move elsewhere; poor Negroes must face reduced 
supply. Reduced supply should raise prices, and there is evidence that 
Negroes displaced by urban renewal pay rent 10 percent higher after 
relocation than before [14, pp. 72 and 82]. 

Until President Kennedy’s November, 1962, executive order, the 
supply-restriction effect was even greater, for no federal rule prohib- 
. ited urban redevelopers from practicing racial discrimination [30, p. 
441). The 1962 order alleviated the problem but could not end the 
irony that poor Negroes suffer from programs designed to Poe 
urban welfare. 


Education: The Illiterate Fall Farther Behind 


E. F. Denison estimates [4, p. 73] that from 1929 to 1957 im- 
proved education “contributed 42 percent of the 1.60 percentage point 
growth rate in product per person employed.” Improved education is 
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manifested in. rising median school years completed. The 1950 Negro 
medians for men and for women, past age twenty-four, lagged white 
medians by 2.8 years. By 1960, Negro medians had pushed up a year 
and a third. So had white medians [26, p. 113]. Average Negroes re- 
mained in the same relative position, but rising educational medians 
increased the comparative disadvantage of the 2,265,000 nonwhite 
functional illiterates (less than five years of school) making up 23.5. 
percent of the 1960 nonwhite population past age twenty-four [23, pp. 
420-21}. 

Many poor whites are illiterate, but figures on school years T 
ed understate the number of illiterate Negroes and the size of their 
educational disadvantage. Understatements result for Negroes because 
so many attended inefficient segregated southern schools. Testing poor 
Negro literacy, Illinois departments of public aid recently sampled 
able-bodied Negroes aged 16-64 receiving public assistance (not a ran- 
dom sample of all Negroes). Each person was asked his school 
attainment; each took the New Stanford Reading Test. Of persons 
educated in Illinois, 3 percent were functionally illiterate; 35 percent 
tested as illiterate. Of persons educated in Mississippi, 23 percent were 
functionally illiterate; 81 percent, four of five adults, tested as illiter- 
ate [17, p. 118]. 

Of nonwhites living North or West in 1960, 41 percent had been 
born in the South [24, p. 2]. These educationally deprived poor 
southern Negroes are increasingly disadvantaged in regions where the 
median education of the local labor force and the quality of local 
schools rise each year. 

Poor Negro boys are especially disadvantaged because of parental 
limitations and because their homes and the larger society offer so few 
successful men inspiring academic emulation. Special counseling and 
educational arrangements can offset those conditions and send slum 
boys to college [13, pp. 275-76], but society devotes few resources to 
such arrangements, 

Left ever farther behind rising national educational norms, poor 
Negro families are ever less qualified to compete for jobs or to help 
their children acquire the education required to escape poverty. 


Agriculiure: End of an Exodus 


Since 1945, the mechanization of cotton culture has revolutionized 
southern agriculture [16]. There has also been persistent change in 
crops grown and livestock raised [15]. These changes raised agricul- 
tural productivity and expelled hand labor frem southern farms. In 
1930, there were 882,000 Negro farms (with 4,680,500 residents). In 
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1950, there were 559,000 (with 3,167,000 residents); in 1959 only 
265,000 (with 1,482,000 residents) [26, p. 618] [21, p. 599] [23, 
pp. 359-60]. 

The economy benefits as productivity rises. The effect on Negroes is 
less favorable. As whites left, the white farms that averaged 130 acres 
in 1930 grew to average 249 acres in 1959. But Negro farms showed 

-little growth. They averaged 43 acres in 1930 and 52 acres in 1960 
[34, p. 1035]. 

Change has not resulted in larger, more prosperous Negro farms. 
Change has expelled from southern farms the most ill-educated Ameri- 
cans. 

Looking ahead, the Negro reservoir is nearly exhausted. The num- 
ber of rural farm Negroes in 1960 was only 47 percent the number in 
1950 [23, pp. 359-60]. The Negro exodus can never again approach 
the scale reached during the 1950’s. Poor Negroes are already commit- 
ted to the city. 


Manufacturing Migration: Jobs Out of Reach 


Since 1950, southern manufacturing has expanded more rapidly 
than northern. From 1950 to 1960, the number of manufacturing jobs 
grew 28 percent in the South, only 12 percent in the North [22, pp. 
407-11] [23, pp. 730-32]. Because most poor Negroes live in the 
South and because Negroes’ wartime income gains were based on 
accession of Negroes to production jobs in manufacturing, Negroes are 
particularly affected by shifts in manufacturing employment. 

Manufacturing’s southern migration to new markets and new 
sources of raw material [15, pp. 46-47] has distributed American re- 
sources more efficiently. It has taken jobs to poor whites but not tu 
poor Negro men. Between 1950 and 1960, the number of jobs in south- 
ern manufacturing rose by 944,000. Of these 944,000 jobs, 12,000 
went to Negro women (proportionately fewer than to white women); 
none went to Negro men [22, p. 410] [23, pp. 728-29]. 


Manufacturing: Technological Change Blocks the Exits 


During wartime, rural southern Negroes proved themselves in man- 
ufacturing and developed vested interests in the growth of unskilled 
and semiskilled manufacturing jobs. 

Today, technological change benefits all by raising productivity. It 
also changes America’s occupational cross-section. In 1880 textile 
mechanization replaced skilled workers with unskilled rural immi- 
grants [6, p. 63]. Negroes would prefer such changes today, but in 
1964 skilled workers replaced unskilled. 
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In recent years, the occupations that during war gave Negroes a 
chance to get ahead have not grown as rapidly as the number of Ne- 
_ groes seeking work. Between 1947 and 1964, as male employment rose 
10 percent, the number of manufacturing production jobs rose only 
5% percent [19, p. 3] [28, p. 14]. Between 1950 and 1960, male 
employment rose 6.9 percent; the number of semiskilled jobs in manu- 
facturing rose only 4.1 percent [23, pp. 528-31]. : 

Most unfavorable for aspiring unskilled poor Negroes, the number 
of men’s laboring jobs in manufacturing fell 20 percent (by 200,000) 
between 1950 and 1960 [23, p. 533]. 

These changes in America’s occupational cross-section result from 
technological developments that raise society’s affluence; but, as pres- 
ent trends continue, manufacturing will offer fewer exits from poverty 
for Negroes handicapped by rural southern origins. 


The Rising Soctal Minimum Wage and the 
Able-Bodied Unemployed 


Two centuries ago, when sheep began gobbling up the people of 
England’s countryside, the victims were deposited in cities in much the 
same condition as the untrained Negro migrants of today. The bold 
English peasantry, dispossessed from Sweet Auburn, could say of the 
city, “Thou found’st me poor at first and keep’st me so,” but they were 
employed—though oppressively and irregularly. 

Many Negroes transplanted to cities are unable to obtain steady 
work. Long’s argument that America’s social minimum wage rises 
above the marginal revenue product of society’s least productive mem- 
bers [7, p. 16] applies especially to urban Negroes with rural south- 
ern antecedents. Law and respectable custom press upward on the sot 
cial minimum wage. The general welfare benefits as many low-income 
persons receive more money and employers increase efficiency to offset 
higher costs [29, pp. 1139-40]. But the first increase in the minimum 
causes the discharge of the least able persons employed. Successive in- 
creases cause the discharge of successively more able persons among 
the less able employed [29, p. 1141]. 

It is the function of the market to choose technology appropriate to 
available resources as reflected in flexible resource prices. But the mar- 
ket does not operate below the social minimum. Weighed down with 
their heritage from the Southern Way of Life, able-bodied Negroes 
with marginal revenue products below the social minimum wage must | 
either find employers paying below the minimum or depend on trans- 
fers. 

So much for forces benefiting the general public but hurting poor 
Negroes. 
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Transfer Payments: Paternal Substitute 
and Golden Age Equalizer 


For fifteen years, Negro unemployment rates have been double 
white rates [26, pp. 216-18]. This distinguishes Negro from white 
need for transfers, but does not distinguish poor Negroes from poor 
whites. 

* Respecting government transfers, poor Negroes do differ from poor 
whites because proportionately more Negro households have feminine 
heads and proportionately fewer Negroes are past sixty-four. 

Relatively few Negroes receive OASDI (old age, survivors, and 
disability insurance). In 1962, 6.7 percent of the 12,500,000 recipients 
were nonwhite. This low figure was due to the nonwhite’s shorter age 
span and the dissimilar work histories that led 73 percent of elderly 
whites but only 58 percent of elderly nonwhites to qualify [10, pp. 5 
and 9]. In contrast, old age assistance goes to 38 percent of elderly 
nonwhites, 12 percent of elderly whites [10, p. 11]. 

OASDI brings elderly Negroes and whites close to income equality. 
For all persons, Negro income averages half of white income [1]. 
Yet the average income of nonwhites runs 80 percent the average total 
income of whites receiving OASDI [10, p. 5]. This happens because 
many Negroes continue in poverty while many whites sink into pover- 
ty after retiring. 

Because Negro fathers so often dainn, Negro children receive a 
disproportionate share of ADC (aid to families with dependent chil- 
dren). Of 900,000 families (with 2,800,000 children) receiving ADC 
in 1963, 44 percent were Negro [9, pp. 3-4]. 

Per capita, ADC pays much less than retirement programs. Old age 
assistance meets 94 percent of the needs of the elderly; ADC supplies 
58 percent of children’s needs [12, p. 7]. Playing surrogate to absent 
fathers of poor Negro families, ADC never raises incomes or aspira- 
tions above levels at which the mothers’ and absent fathers’ “only leg- 
acy to their children is the same one of poverty and deprivation that 
they received from their own parents” [11, p. 12]. 

“The legacy of poverty” is a foreboding term. Seeking auspicious 
signs, at what points is Negro poverty most vulnerable to forces of im- 
provement? 

Prospects 


Since poor Negroes pay more than poor whites for housing, any 
laws, changes of white hearts, or construction serving to increase the 
supply of housing open to Negroes will especially benefit the Negro 
poor. 

Lengthening Negro men’s lives, strengthening wedding bonds, and, 
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most important, improving job opportunities for Negro men will 
strengthen the poor Negro family. This: will immediately add a male 
income earner to the family and will eventually induce male youth to 
look more ambitiously toward futures in the market economy. 

During the 1950’s, the numbers of men and of women of working 
age grew equally, but the number of jobs for women grew 34.5 percent, 
the number for men only 7.3 percent [23, pp. 528-31]. This was- 
especially important for Negro women whose income rose relative to 
that of white women and Negro men [1, pp. 531-33]. The trend 
continues; between 1960 and 1964, the number of jobs for women 
grew fourteen times as fast as the number of jobs for men [26, p. 
216]. 

Because half of southern Negro mothers of preschool children work 
[5, p. 9], mothers and children would benefit from preschool nurser- 
ies freeing the mothers for work and preparing the children for school. 
Because many receive ADC, higher payments or training schools for 
ADC mothers would particularly benefit poor Negroes. 

Since poor Negro mothers are least informed regarding birth control 
[8, pp. 153-66], their education in this regard would permit great 
improvements in Negro health, real per capita incomes, and family 
manageableness. 

Each year Negroes have less interest in programs aiding poor farm- 
ers, for farmers become more nearly all white each year. Contemplat- 
ing old age, poor Negroes will benefit as urban migration and extension 
of coverage bring more under OASDI. 

As social minimum wages rise, perhaps engineers will be able to pro- 
vide employers with machinery that will combine profitably with the 
unskills of rurally educated southern Negroes. If not, they must de- 
pend upon transfers. 

Finally, since southern segregated Negro schools have placed poor 
Negroes at a greater disadvantage than poor whites, since racial dis- 
crimination keeps qualified Negroes from demanding jobs, since weak’ 
labor markets remove the inducement that historically has been most 
important in helping Negroes score economic gains, the position of 
poor Negroes will improve dramatically. in response to appropriate 
pressures at these three points. 


Peroration 


Because of discrimination in education and employment, there is one 
last important difference between the Negro and white poor. Logic 
rather than statistics suggests its existence. To begin, assume the in- 
nate ability distribution of Negroes is identical with that of whites. 
Next assume the inexorable winnowing out of those least able to earn 
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is the dominant cause of white poverty, but is only a partial cause of 
Negro poverty. It follows that poor whites are the least able whites, 
but that poor Negroes include those least able as well as many of mid- 
dling to superior ability. These able Negroes are poor because of racial 
discrimination; society denied them access to the channels in which 
their earning ability could be developed and used. 

. The economist then concludes that the marginal efficiency of social 
capital invested in educating and finding work for the Negro poor 
could be much higher than the marginal efficiency of social capital simi- 
larly invested in the white poor. However, we know that the conver- 
sion of the poor Negro’s potential into dollar product is very difficult 
in American society. The potential return is latent in the Negro poor. 
Able innovators are required if that potential is to be realized. 
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DISCUSSION 


Georcr H. HILDEBRAND: These two highly relevant papers underscore a 
rather curious fact about the recent evolution of economic thought: that al- 
though we have accumulated a large and valuable body of fact about poverty, 

«it has required the prodding of politicians, administrators, and advocates of 
civil rights to get academic economists to pay renewed attention to the scien- 
tific side of the problem itself. As Professor Schultz points out, this was not 
always so. Indeed, one need only to reread the latter parts of Pigow’s Eco- 
nomics of Welfare to realize that at one time poverty was a reputable scien- 
tific question for the theorist—at least if, as in his and Marshall’s case, his 
interests extended beyond a preoccupation with formal technique for its own 
sake. Perhaps there is a moral here: that economic theory reveals its greatest 
power when employed to illumine and explain important problems in actual 
life. If the history of science shows anything, it is that the great strategic hy- 
potheses have all come to life because their proponents sought to account for 
otherwise puzzling observations. 

Schultz’s paper is written in this spirit and points the way to some fruitful 
uses of theory in the neglected poverty field. The fulcrum on which his analy- 
sis turns is the rise of per capita real income. This leads him to two ingenious 
suggestions. One is that the advance of nuclear family income encourages 
fragmentation of the unit itself, producing a statistical increase in the number 
of poor households because smaller units are more convenient for both young 
and elderly adults. The other is that our definition of the income minimum 
below which poverty exists and our willingness to provide transfer benefits to 
the poor both are positively associated with the rise of income per head. 

Two points are in order. What we now call poverty turns not on some hard 
objective measure such as caloric intake, but instead upon broader, less tangi- 
ble, and vaguely rising considerations of what a socially acceptable minimum 
ought to be. This is natural in a rich society but unrealistic for countries 
below this position. Beyond this, the now official $3,000 money income stan- 
dards (1962 prices) for families and $1,500 for single persons, while useful in 
some ways, are too rough for technical purposes. They are inadequately res- 
ponsive to differences in age structure and in number of dependents, and they 
make no allowance for income in kind. 

Following up his earlier work, Schultz argues that investment in human 
capital plays a larger role than investment in material goods in bringing 
about the rise of per capita income. This, he suggests, upgrades the skill 
structure of the labor force both on the supply and demand sides and is the 
basic reason for the rise in earnings as a relative share of national income. 

These ideas point to some modification of the highly enlightening neoclasst- 
cal growth model developed by W. Arthur Lewis. There the decisive factors 
that couple rising income per head to growth itself are material capital forma- 
tion, technical advance, and the exhaustion of the unlimited industrial labor 
reserve. Here the upgrading of the skill level by a different type of invest- 
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ment—in people rather than in things—becomes the critical strategic element. 
Perhaps a reconciliation can be had by recourse to temporal stages. Once ma- 
terial capital formation has already caught up with labor supply and has 
begun to generate an ever increasing social surplus, it then becomes possible 
to divert part of this surplus to ever larger outlays on education and training. 

In the Schultz model, both the aggregate demand for labor and more speci- 
alized demands for skilled labor are positively elastic with respect to per capi- 
ta income. This brings up the problem of unskilled labor. Does it also benefit * 
from growth? Is it not possible that the demand for low-quality workers is 
negatively elastic with respect to income, as a kind of inferior good? And if 
so, does the employability of unskilled workers now and in the future turn 
increasingly upon widening rather than narrowing relative wage spreads in 
the sense of skill differentials of all sorts? The answer, I suggest, depends 
upon one’s degree of optimism about the possibilities for nurture triumphing 
over nature; in short, for upgrading the skill potentials of all workers as 
growth proceeds. But this is a long story. In the meantime, perhaps we should 
be giving serious thought to methods for widening relative spreads once more. 
There are ways to do this without direct wage cuts: by greater reliance upon 
juvenile, learner, and apprentice rates, and by shifting from so much empha- 
sis upon raising the federal minimum wage, keeping it uniform, and extending 
its coverage on uniform terms. : 

Like myself, Professor Lampman is a cautious optimist about improving 
man by intelligent changes in his environment. He correctly views poverty as 
the joint product of events and institutions, both largely beyond the control 
of people who are poor. Here he makes several informative observations, and I 
wish to enlarge upon them. Our present system of income security—public 
assistance, the social insurances, and the mechanisms created by collective bar- 
gaining—is too heavily weighted toward the interests of the successful middle 
class. This group distrusts public assistance and would keep it niggardly. More 
than this, as Milton Friedman has suggested elsewhere, a large part of govern- 
ment transfers to persons does not go to the poor at all. Furthermore, law and 
collective bargaining together have both created a “nonrandom slant” against 
the poor. Because of the growers’ lobby, migratory farm labor has long been 
denied many statutory protections. Our $3 billion annual support price program 
is a subsidy scheme for big holders, doing virtually nothing for poor farmers 
and indeed actually damaging their interests. Urban and rural schooling for the 
poor is inferior in quality because of disproportionately low outlays per child 
and because of intentional gerrymandering of school zones. In the area of col- 
lective bargaining, well-paid union workers have erected a fortress of protec- 
tions and income-adding advantages for themselves, of which the consequence 
is exclusion of many new entrants from opportunities for remunerative jobs. 
And so the poor workers end up in low-paid occupations having high disability 
rates or in unemployment. Thus the problem of unemployment today is largely 
one of youth and of the Negro. It is ominous and it is growing. 

Both papers suggest that there are two basic strategies for attacking pover- 
ty. One is to increase government transfers to supplement low incomes, and 
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the other is to raise the earnings potential of the able-bodied poor. Both are 
needed, because roughly half the poor income units have no employable mem- 
bers. Traditionally, the transfer route has taken us into a diverse array of as- 
sistance programs for specially handicapped groups and to the more general- 
ized social insurances. If we are to do more here, the choice lies between en- 
larging the established system of benefits and adding—or even possibly sub- 
stituting—a new and far more general device, such as the family allowance | 
or the negative income tax. Either of these new devices should be weighed 
against the alternative of spending more on provision in kind: better formal 
education, training, retraining, and literacy programs. If an allowance system 
` could be devised that were confined to the poor and that gave incentive to at- 
tend school, it would have some merit, although it is my belief that more is 
required than attendance bonuses to overcome the malignant problems of 
drop-outs and poor vocational preparation. As for the negative income tax, it 
has great advantages and is, I think, superior to a family allowance. But it 
would neither produce equitable results nor avoid serious damage to work in- 
centives unless it were very carefully designed. The rebate rate probably 
ought not to exceed 50 percent, and all forms of now excludable pretax in- 
come should be included in calculating income deficiency. 

My preferred “policy mix” for dealing with poverty is to center the inno- 
vations upon upgrading earnings potential and to improve income supplemen- 
tation through the existing benefit systems. The earlier manpower training 
legislation, the new Civil Rights and Economic Opportunity Acts, and the 
fiscal-monetary program to raise total demand are complementary approaches 
that all work to raise the earning power of the able-bodied poor. It is fortu- 
nate that they do, if only because this should end the sterile controversy over 
the causes and conquest of excessive unemployment. However, recognition of 
the need to do something directly about manpower has been belated. In West- 
ern Europe today the training and placement of the youth is acknowledged to 
be a responsibility of the entire community. Once that responsibility is ac- 
cepted here, it will become possible to overhaul our systems of secondary edu- 
cation and apprenticeships, to fit them to modern times. If wage-price behav- 
ior in the future will allow us to continue to stress the side of overall de- 
mand as well, the vocational preparation of our youth will become meaning- 
ful, as the door to decent jobs. In this way, we may be able to conquer a lot 
of difficult problems together. 


Harry G. JOHNSON: The papers presented in this session represent three 
economic approaches to the poverty problem. I would like to begin by sug- 
gesting that two other approaches—those of the economic historian and of 
the social philosopher—might be useful in placing the current concern about 
poverty in perspective. From the point of view of economic history, it is, I 
think, significant that this is the second instance of presidential concern about 
poverty in this century, and that in both cases the economic conjuncture has 
been one of unusually high and prolonged unemployment, suggesting that 
poverty is a stagnation-correlated fashion. It is also worth noting that the 
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maximum income required to be considered poor has been rising over the long © 


run—a phenomenon not altogether happily conceptualized by Professor 
Schultz in an income elasticity—which implies that poverty is a socially rela- 
tive category and that it may be extremely naive to expect to make substan- 
tial permanent inroads on it. From the point of view of social philosophy, the 
poverty problem is largely a middle-class moral concern, and correspondingly 
programs for attacking poverty are conceived in middle-class terms and to a 
significant degree self-frustrating through concern for the preservation of 
middle-class values. Professor Lampman has made the point that existing so- 
cial security serves more to block regression into poverty than to open escape 
routes from it; I would add the observation that contemporary thinking 
about poverty is dominated by the notion of elevating the poor into the mid- 
dle class—hence the stress now laid on education as the key to the poverty 
problem—and is both seriously handicapped and forced into deviousness by 
the requirement that this elevation be accomplished in ways consistent with 
middle-class morality. 

To be specific, poverty is invariably defined in terms of inadequacy of in- 
come (or more generally of disposable resources) to support a minimum 
standard of decent living. One might therefore naively suppose that the solu- 
tion to the poverty problem would be simply to arrange income transfers to 
the poor on an appropriate scale. Such payments of social conscience money 
would not seriously strain the resources of an economy as affluent as this one, 
and they would have the advantage of eliminating a large part of the admin- 
istrative overhead required by existing and proposed assistance and welfare 
programs. It is true that they would generate some waste, by making poverty 
more eligible than work to some people and by encouraging various kinds of 
fraud; but waste is one of the main uses of resources that an affluent society 
can and does afford, and given our society’s tolerance of organized crime and 
of sharp business practices, the anxiety to prevent or punish fraudulent pov- 
erty is something of an eccentricity. It is also arguable that the experience of 
a decent income would itself have a powerful educative influence in inculcat- 
ing middle-class habits and ambitions. Yet the simple solution of arranging 
adequate transfer payments is universally rejected out of hand, on the grounds 
that it would “impair incentives to work and save.” 

I am not arguing that poverty should necessarily be tackled exclusively by 
income transfers, but only that income transfers are dismissed summarily by 
arguments that either rely on a mythology of free enterprise that is inconsis- 
tent with concern about poverty, or depend implicitly on assertions about 
economic behavior that require more empirical investigation than they have 
been accorded as yet. This is my main quarrel with Professor Lampman’s 
paper—which paper is on the whole a very useful, compact, and well-organ- 
ized treatment of its subject. Lampman brushes aside “the idea that there has 
to be some given amount of poverty,” and consigns to folklore a number of 
rationalizations of this notion. But in his own discussion of the approach of 
countering “events” that cause poverty—and specifically of the problem of 
childhood poverty—he is led by the same folklore to produce a compromise 
negative tax rate plan that would preserve poverty though ameliorating it by 
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reducing the poverty income gap. Lampman rejects “as unworkable any sim- 
ple plan to assure a minimum income of $3,000.” The term “unworkable” is a 
vague, practical sounding adjective, commonly employed to close off danger- 
ous thought. What Lampman means by it is the testable but: untested em- 
pirical proposition that $3,000 would cause many people to cease work, com- 
bined with the personal judgment that the resulting cost would be politically 
unacceptable. I am skeptical about the empirical proposition; but even if it 
+ were true, a rough calculation from Lampman’s figures, made by assuming that 
all the present private income of the poor would have to be replaced by public 
transfers, produces a total bill of $27 billion, or 434 percent of GNP, as com- 
pared with the poverty income gap of $12 billion or 2 percent of GNP. Four 
and a half percent of GNP may well be politically unacceptable; but it is 
really small potatoes as war finance goes, if war on poverty is really what has 
been declared. Lampman’s alternative negative tax scheme is equally depen- 
dent on an untested proposition about incentives to work. It also ignores the 
strong possibility that the preoccupation of parents with the earning of 
money—especially in broken homes—is an important factor in the perpetua- 
tion of poverty among the children of the poor. I would myself prefer to rec- 
ommend an explicit system of family allowances, More generally, I believe 
that in many cases of poverty income transfers would be the most efficient 
solution. 

In conclusion, I offer a few brief comments. First, I suspect that if pov- 
erty specialists referred to modern growth models rather than the classical 
models based on the iron law of wages, they might be surprised by the slow- 
ness rather than the speed of progress in overcoming poverty. Second, it 
would seem to me desirable to work out what the prevalence of poverty would 
be exclusive of the effects of existing programs, to determine how far progress ` 
in reducing poverty has been automatic and how far it has been due to social 
policy intervention in the economy. Third, I would place more emphasis than 
Lampman does on the factor of discrimination—against Negroes, against 
women, against the aged, and against the uneducated—as a cause of poverty. 
Fourth, I concur in Lampman’s emphasis on the interaction of causal factors 
in poverty; but this leads me to place much greater emphasis than he does on 
the importance of maintaining full employment for the reduction of poverty, 
on the grounds that a tight labor market is a powerful long-run solvent of 
discriminatory barriers to participation in the labor market at nonpoverty 


wages. ; 


Matcotm Liccetr: Professor Batchelder has. presented an impressive 
amount of evidence from primary and secondary sources with respect to the 
question at hand: the special case of Negro poverty. The time span consid- 
ered was the postwar period, and usually the decade of the 1950’s. In general, 
one is left with the impression that the recent decade has been marked by an 
absence of relative progress for the Negro. In fact, some of the indices sug- 
gest a retrogression, or at least the possibility of a retrogression in the near 
future. E 

To review the major items briefly: Batchelder indicates that (1) the rela- 
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tive income position of Negro men declined in every major geographical area 


of the country between 1949 and 1959, (2) the Negro’s dollar buys less, (3) 
the general increase in educational attainment records has not benefited the 
Negro, (4) the geographical shift in manufacturing has been deleterious to 
the employment prospects of the Negro, (5) technological change generally 
has resulted in a changed composition of needed skills which works to the dis- 
advantage of the Negro male, and (6) the community’s sense of equity with 
respect to a social minimum wage impinges on the employment opportunities 
of Negroes. One would expect to find such a cataloguing of grievances in the 
preamble of a revolutionary document. 

I wish to restrict my remarks to a set of points which suggest a somewhat 
different interpretation of the relative status of the Negro, especially as it has 
changed in the decade of the 1950’s. There is one major reason for doing 
this: there is a great amount of agreement in the literature which suggests, as 
does Batchelder, that the Negro has made relative gains only under wartime 
conditions. First the disclaimers: there is no cause to question the evidence 
pertaining to the value of the Negro dollar, especially with respect to housing. 
Nor is there any cause for disputing the disparity in unemployment rates, the 
demographic differences between whites and nonwhites, and the suggestion 
that the changed composition of skills required by employers works a hard- 
ship on the recently rural Negro. However, alternative methods of presenting 
income and educational data reveal an impression left by Batchelder that is 
somewhat erroneous and potentially misleading. 

The income data referred to are from Batchelder’s recent article in the No- 
vember number of the Quarterly Journal of Economics. These data are pre- 
sented in the form of median income comparisons for the coterminous United 
States and four geographical areas. These figures show a relative decline in 
the ratio between Negro and white men in all four areas and stability in the 
ratio on a nationwide basis, Examination of the same type of income data 
when presented in another set of census classifications, “Rural Farm,” 
“Rural, Nonfarm,” and “Urban,” lead to the same general conclusion of a 
slight decline between census years. Only one attempt at explanation of the 
decline in median incomes between these two groups will be made here. In the 
recent decade the percentage changes in the various income groups have 

‘moved against those who hold semiskilled and unskilled jobs. Of course, Ne- 
groes are heavily concentrated in these categories. Herman Miller has made 
this point very clear in his recent book, Rick Man Poor Man (p. 45). 


TABLE 1 
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Even though the median income comparisons generally indicate stability or 
decline over the decade, they may conceal an increase in the relative income 
position of a portion of the Negro population in the higher income brackets. 
Data are presented for four years: 1949, 1950, 1959, and 1960. These data 
are taken from a recent monograph by Herman Miller.* If we lump the per- 
centage of nonwhites earning $6,000 a year and over and divide this by the 
percentage of whites in the same category, we see the relative change in the 

- nonwhite income position. (The lumping of nonwhites other than Negroes 
with Negroes does not upset the conclusion drawn here.) The index moves 
from 8 in 1949 to 9 in 1950 and then to 17 and 18 in 1959 and 1960, respec- 
tively. 

This cursory review of income data reveals stability or decline in the ratio 
of median income between Negro and white men. A major reason for this de- 
cline must be the shift in percentage changes in annual incomes which has fa- 
vored the higher income groups. However, the median income comparisons 
conceal the evidence concerning a small, but rising, group of high-income 
bracket Negroes. f 

Educational data are presented by comparing the difference in the number 
of school years completed by all persons over twenty-four years of age. The 
conclusion was drawn that “average Negroes remained in the same relative 
position.” However, if we single out the younger age groups, we find that the 
difference in the number of school years completed has been narrowed in the 
past two decades. And the same is true when we examine the relative position 
of nonwhites to whites in the upper end of the educational attainment data. 

Income and educational data reveal upgrading relative to whites for a por- 
tion of the Negro population. It is important to realize that the Negro commu- 
nity has within it a group of well-educated and trained persons, and that 
many of these were educated and trained in the period following World War 
H. 

Batchelder makes the point that the regional shift in manufacturing has 
resulted in an increase in manufacturing jobs in a region which is hostile to 
the employment aspirations of a large number of its inhabitants. Certainly 
this is true, but two qualifications are in order. First, his presentation fails to 
account for the relative decline of the number of Negroes in the South; hence 
his statement concerning the one-tenth of one percent of the new manufactur- 
ing jobs going to Negroes is somewhat of a misstatement. Further, he did not 
indicate that manufacturing jobs in the West increased by a higher percentage 
and the same absolute amount as those in the South. While it is true that more 
Negroes live in the South than in any other single geographical area, it is also 
true that the exodus continues. 

I fear that I sound as though I am denying the existence of Negro poverty. 
Quite the contrary, I believe that each point made by Batchelder is relevant 
to a portion, a frightfully high portion, of the Negro population of this coun- 
try. However, I cannot agree that only wars have been beneficial to the up- 


1 Herman Miller, Trends in the Income of Families and Persons in the United States: 
1947 to 1960 (U.S. Government Printing Office, 1963), pp. 304, 306, 320, and 322. 


ECONOMIC EDUCATION: EXPERIMENTS IN THE 
TEACHING OF ECONOMICS 


* THE EFFECTIVENESS OF “PROGRAMMED LEARNING” IN 
ECONOMICS* 


By RICHARD Attryven, Yale University 
and KEITH LumMspen, Stanford University 


This paper reports on an experiment undertaken to measure the 
effectiveness of a set of programmed materials which we and Sam 
Weiner, under the auspices of Behavioral Research Laboratories, de- 
signed for the teaching of economics at the high school level. Our ob- 
jective in writing these materials was to help raise the standards of 
high school economics instruction and facilitate its spread. While there 
is little question that the greatest improvement in standards would 
come through an expansion in the supply of teachers who are well 
trained in economics, it is not clear that this would be either feasible or 
worth the cost. What the results of our experiment suggest is that with 
the techniques of programmed instruction, which economize on quali- 
fied teachers, it is possible to increase substantially the effectiveness 
of economics instruction. 

The materials we prepared consist of seven programmed texts enti- 
tled The American Economics Series.” Taken as a set, they provide a 
comprehensive course in high school economics that is largely in ac- 
cord with the recommendations of the National Task Force on Eco- 
nomic Education.? Taken separately, each text is a self-contained unit 
covering a specific area. The seven titles are: The Free Enterprise Sys- 
tem, The Gross National Product, Problems of Economic Stability and 
Growth, The Federal Reserve System, Taxes and Government Spend- 
ing, International Trade, and Capitalism, Communism and Socialism. 
Our goal for each of these programs was to give the student an under- 
standing of fundamental economic concepts and the way they are used 
to analyze problems in the context of the U.S. economy. Thus, we 
stressed the analytic rather than the descriptive, although a substan- 

* We would like to express our appreciation to Mr. Carl Poll, of Palo Alto High School, 
for making his students available for testing, to Behavioral Research Laboratories for 
Clerical and technical assistance, to McGraw-Hill Book Company for providing the texts 
used in the experiment, and to Professor G. L. Bach for his helpful comments, 

* Behavioral Research Laboratories, Palo Alto, Calif., 1963, 1964. 


*See Economic Education in the Schools: Report ‘of the National Task Force on Eco- 
nomic Education (Committee for Economic Development, 1961). 
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tial amount of institutional material was introduced in the treatment 
of economic policy. 

A programmed text is essentially an exposition in which analysis 
proceeds by gradual degrees and in which continuous student partici- 
pation, in the form of written responses, is required. In an ideal class- 
room setting each student advances at a pace most comfortable for his 
individual capacities, seeking assistance from his instructor when he 
encounters difficulty in the program. Under such circumstances, when 
a number of students complete a section of the program, it is desirable 
that they meet in small discussion groups with the instructor. 

In this experiment the students who took our programs did not work 
under such ideal conditions. Specifically all students were obliged to 
proceed through the material at the same pace and no instruction by 
the teacher was permitted. Furthermore, the time allowed for comple- 
tion of the course (ten weeks) was considerably less than normally 
would be the case. As a consequence of this time limitation, students 
were required to undertake major amounts of reading at home, and, 
for the last two or three programs, it was necessary to dispense with 
written responses.? While some of these conditions were imposed by 
the deadline for this paper, teacher participation was excluded in order 
to avoid any ambiguity as to the source of measured learning. 

In order to measure performance before and after instruction, the 
students were administered two forms of a test for which a large na- 
tional sample of scores has been collected. Each form consists of fifty 
multiple-choice questions covering a range of material roughly similar 
to that covered in The American Economics Series. This test—The 
Test of Economic Understanding‘—was prepared by a distinguished 
panel of economists and educators headed by Dr. John M. Stalnaker. 
Prior to our study, it had been given to approximately 6,000 high 
school seniors from a cross-section of school systems. Of these, nearly 
2,000 had taken at least a twelve week optional course in economics, 
the remainder having had no economics instruction at all. A summary 
of the scores of the national sample is shown in Table 1. Scaled scores 
are transformations of raw scores which permit direct comparison be- 
tween the scores for the two forms. 

The test sample is composed of fifty-eight seniors from Palo Alto 
High School, Palo Alto, California. These were divided into two 
groups, one taking form A, the other form B, as a pretest, and both 
groups taking both A and B as post-tests. Table 2 gives the test results 
for the Palo Alto sample. 


"As revealed in a questionnaire, the students considered the programs to be far less 
effective when written responses were omitted. 
* Science Research Associates, 1963. 
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TABLE 1 
Test RESULTS ror THE NATIONAL SAMPLE 






MEAN Scores 
N Percent Correct! Scaled Score 
With economics.......... 927 61.0 20.10 
907 57.6 19.91 
1834 20.01 
Without economics....... 2307 48.7 16.52 
2294 48.0 16.67 
4601 16.60 


Source: Science Research Associates. 


How significant is the improvement in test scores shown in Table 2? 
The percentile rankings give a clear indication that the improvement. 
by the Palo Alto students is substantially above average. If The Amer- 
ican Economics Series were no more or less effective than conventional 
methods and if the average student with economics training in the na- 
tional sample were no more or less able than his counterpart without 
training, then one would expect no change in the percentile rank of the 
Palo Alto pre- and post-test mean scores. That is, one would expect no 
difference between column (5) and columns (8) or (11) in Table 2. As’ 
it was, the Palo Alto pretest mean score ranked in the 62nd percentile 
among students without instruction, while the Palo Alto post-test mean 
score ranked in the 82nd (or 85th) percentile among students with in- 
struction. Since for the national sample students with economics in- 
struction are if anything the brighter group, the 20 (or more) point 
jump in percentile rank must be attributed to the above average effec- 
tiveness of the instruction given the Palo Alto students. 

Further evidence of the effectiveness of The American Economics 


TABLE 2 
TEST RESULTS FOR THE Pato ALTO SAMPLE 


(3) @® © 
Mean Scores 
























(6) (2 (8) (9) 0) (1) 
MEAN RES ÅFTER INSTRUCTION 








PRETEST Before Instruction 
Forw 
N % 
Cor- 
rect 
Ata sans 32 | 53.6 | 17.91 
BE Ars datiaves 26 | 57.0 | 19.65 
Combined....j 58 18,69 | 62 





* Percentile rank among students in the national sample without economics instruction. 
f Percentile rank among students in the national sample with economics instruction. 
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Series is given in Table 3, which shows the statistical difference be- 
tween before and after test scores. Line 3 shows the average increase 
in scaled scores forthe Palo Alto sample. Line 5 shows the average in- 
crease in scaled scores for the Palo Alto sample less the difference be- 
tween the mean score for students with and without economics instruc- 
tion from the national sample. Lines 4 and 6 show the appropriate “t” 
statistics. All of the entries in line 6 are significant at the .05 level of 
confidence. For the combined Palo Alto sample, which contains more 
information than either subsample taken separately, the mean 
difference between before and after scores is significantly greater at 
the .01 level of confidence than the difference between with-and with- 
out instruction scores from the national sample. 

A number of difficulties arise with the comparison made in line 5 of 
Table 3. Specifically, three biases influence the results. First, if, for the 
national sample, the average student with economics instruction is 
more intelligent than the average student without economics, then line 
5 will be biased downward. Second, since there is a finite maximum to 
the possible scores that can be attained, the better a student does on the 
pretest the smaller is his possible improvement on the post-test. Since 
the average Palo Alto pretest score was above average, this factor also ` 
results in a downward bias in line 5. Finally, if for a given initial score 
more intelligent students will improve more, then, since the Palo Alto 
group appears to be more intelligent on the basis of the pretest scores, 
line 5 will be biased upward. 

Some information concerning the effect of the latter two factors can 
be obtained from the cross-section of Palo Alto scores. Simple correla- 
tion analysis shows no significant relationship between change in score 
and the initial score. This suggests that the bias resulting from a finite 
upper limit on possible scores just offsets the bias from any conditional 


TABLE 3 


MEAN DIFFERENCES BETWEEN BEFORE AND AFTER SCORES 
(Scaled Scores) 











2. 
3. 
4, 
5, Mean difference less mean differ- 
ence in scores with and without 
economica*....... 0c. eee eee 2 4.39 3.61 3.00 3.16 3.63 
E E E E ET 3.06 4.53 2.84 2.38 4.00 4.59 





* Row 3 less appropriate differences calculated from Table 1. 
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TABLE 4 
COMPARISON OF MEAN DIFFERENCES FOR NATIONAL AND PALO ALTO SUBSAMPLES 
(Scaled Scores) 

















N National} PA 





* When before and after test forms are the same, the A A and B B results are pooled; when 
they are not the same, the A B and B A results are pooled. 


relationship between intelligence and change in score. Thus, we can 
conclude that the results shown in lines 5 and 6 of Table 5, if any- 
thing, understate the relative effectiveness of The American Economics 
Series. 

A third evaluation of the relative effectiveness of The American 
Economics Series is given in Table 4, which compares before and after 
test results for the Palo Alto sample with similar results for five groups 
included in the national sample. In each case the mean difference for 
the Palo Alto sample is higher. Unfortunately, these before and after 
scores are fragmented into five small samples. As a result the standard 
error of the difference between the mean differences is sometimes com- 
paratively large and the Palo Alto mean difference is not always 
significantly greater than the national subsample mean difference at the 
.05 confidence level. There is no question, however, that if it were pos- 
sible to pool these national samples and thereby permit finer discrimi- 
nation between hypotheses, the Palo Alto mean difference would be 
significantly larger at a level of confidence well below .05. Some indica- 
tion of the finer discrimination permitted by the pooling of samples is 
given by the increase in the value of the “¢” statistics when the two 
Palo Alto subsamples are pooled. These results are shown in Table 4, 
columns (7) and (9). 

A final test of the effectiveness of The American Economics Series 
can be made by comparing the scores of the Palo Alto sample with 
scores of college students who have completed a two-semester course in 
economics and school teachers who have taken the television course, 
“The American Economy.” The results are given in terms of raw 

5 These scores were reported in P, Saunders, “The Effectiveness of ‘The American Econ- 
omy’ in Training Secondary School Teachers,” A.ER., June, 1964, pp. 396-403; and, 


C. R. McConnell and J. R. Felton, “A Controlled Evaluation of "The American Economy,’ 23 
A.E.R., June, 1964, pp. 403-07. 
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scores in Table 5. The Carnegie Tech sample consists of 113 students 
who took the regular introductory course as sophomores. The Univer- 
sity of Nebraska samples consist of 27 students who took the televi- 
sion course and 107 students who took a conventional university lec- 
ture course. The last group was composed of 71 school teachers who 
took the television course. 

Unfortunately, the absence of preinstruction scores for these sam- 
ples prohibits systematic comparison of improvement among these 
groups. One piece of information does indicate, however, that the rate 
of improvement by the Palo Alto group was somewhat larger than for 
the other groups. The mean score for a control group of school teach- 
ers who had no instructions was 67.8 percent correct. Thus the test 
group of school teachers scored 14.0 percent higher than the control 
group. This compares with an increase in scores for the Palo Alto 
group of approximately 23 percent (see Table 2). The main point, 
however, is that in terms of raw scores after instruction the Palo Alto 
High School group did nearly as well as the college student and school 
teacher groups; i.e., approximately 78 percent correct as opposed to 82 
percent correct. 

In the process of evaluating the test results a number of subsidiary 
questions were answered. First, how did the Palo Alto group answer 
different kinds of questions? Four classifications were made: simple, 
factual, theoretical, and policy. In all categories the Palo Alto group 
outperformed the national sample. However, the differences for simple 
and factual questions were considerably less than was the case for the- 
oretical and policy questions. This reflects the emphasis we gave to'the 
latter categories when writing the programs and, in addition, the com- 
parative advantage that we believe programmed learning has in these 
areas. 

Second, we were curious about the student reaction to these pro- 
grams. Of fifty-six students answering a questionnaire, fourteen liked 


TABLE 5 


Mean Raw Scores FOR HIGH SCHOOL, COLLEGE, AND SCHOOL TEACHER 
SAMPLES AFTER INSTRUCTION" 








Carnegie Tech..........0cssececsuensersanecs 113 81.6 
University of Nebraska (lecture).............. 107 80.0 
University of Nebraska (TV)..........0.. 000s 27 81.8 
School Teacher (TV)..........--.eeeeeee eens 71 81.8 
Palo Alto High School............0.e cee ee eee 58 77.8 
National High School sample...............5. 927 61.0 


* All scores are for Form A only. 
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the programs “very much,” twenty-four “liked” the programs, four- 
teen rated the programs “so-so,” two disliked them, and two disliked 
them very much. It is interesting to note that the two who disliked the 
program very much were exceptionally bright students. One, in fact, 
earned a score of 100 percent on the post-test. Their main criticism of 
our programs—and this was echoed in various degrees by other stu- 
dents—was that there was too much repetition. In part this can be ex- 
plained by the short period of time in which the programs were taken. 
What might be useful repetition after a period of time has elapsed 
would be of little value within a week or two. Also, a certain amount of 
repetition resulted from our desire to make each program an independ- 
ent unit so that it could be used in classes where a complete course in 
economics was not desired. These two points notwithstanding, it is 
clear that great pains must be taken in writing programs to incorpo- 
rate repetitive material with differences in approach or style to ensure 
maximum interest. 

Among those who had a favorable reaction to the programs the most 
typical comment was that they liked them because the programs 
forced them to learn. In addition to the generally favorable reaction of 
the students, we are happy to report that.Mr. Poll, whose students took 
these programs, plans to use them in future classes. 


ROLE PLAYING IN TEACHING ECONOMICS 


By Myron L. JOSEPH 
. Carnegie Institute of Technology 


Teaching basic economics can be a very frustrating experience, par- 
ticularly if your goal is to help students understand and formulate crit- 
_ ical judgments concerning significant economic policy issues. For one 
thing, they arrive on the scene with many. beliefs that they cling to 
with an unshakeable faith. Gold is, or ought to be, the basic source of 
value of our money supply. Government deficits are the cause of most 
economic problems and are to be avoided at all costs and under all cir- 
cumstances. The unemployed are not ambitious enough to find work. 
Supply and demand and free competition make this the best of all pos- 
sible worlds, and/or big businessmen set prices as high as they want to 
and get all the market can bear. The bureaucrats in Washington 
should not interfere with the economy, and we need less government 
spending, but the government should step in and do.something about 
our serious social and economic problems. 

Even more important as a teaching problem is student indifference; 
a compound of, “Why worry. Everything is fine the way it is,” and 
couldn’t do anything about it anyway.” Students are reluctant to define 
issues in terms of broad social goals when they are so very much in- 
volved in trying to achieve their short-run personal ends. In their view 
a reasonable economics course should help them achieve financial secu- 
rity, and that is the critical test of relevance. Most of you have strug- 
gled to overcome these and other problems in the battle for the stu- 
dents’ minds and interest. I do not think we can boast of our success. 
We may be able to achieve a reasonable distribution of answers on our 
final examinations, but the mature graduate frequently shows little 
evidence of his earlier economics education. In the micro area opinions 
are difficult to evaluate because conflicts of interest can be confused 
with lack of understanding of the price system. However, there is 
widespread belief that businessmen are entitled to a customary profit 
and that any failure to achieve this rate is sufficient evidence that 
prices should be higher. The gap in economic understanding is most 
dramatically illustrated by the automation panic, which spread rapidly 
in the absence of any substantial evidence that would justify the cries 
of alarm and in spite of the reassurance provided by historical data 
and economic analysis. The passage of the tax cut suggests that some 
progress has been made in the macro area, but I am unconvinced. Dur- 
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ing the recent political campaign I ventured off campus to discuss 
some of the economic issues with college educated audiences. From 
their questions and comments it was clear that they did not really be- 
lieve the economy could stand a tax cut in the face of a deficit, or that 
the government could postpone repaying its debt much longer. 

In his excellent paper’ presented at the Association meetings last 
year, Leonard Silk quoted studies of public attitudes and statements of 
congressional leaders to show the “wide disparity between what the 
economists were teaching and what the public believed” concerning a 
tax cut. He went on to state his belief that “the same kind of public | 
economic ignorance manifested on fiscal and debt policy could be dem- 
onstrated in many other areas.” I am sure he is right. 

But I do not have to go so far afield for evidence. My own students 
are extremely reluctant to apply the economic analysis taught in the 
classroom to problems of any complexity. Recently a relatively new 
instructor told me how disappointed he was with his students. He had 
been sure they were able to handle the theory he had. been teaching, 
and they had performed successfully on several homework problems 
and quiz exercises. But when he assigned a policy problem, his stu- 
dents wrote at great length with no evidence that they knew any eco- 
nomics at all. Their performance unhappily resembles the behavior of 
our graduates. They shed with ease the theory we labor so hard to 
teach, and all that remains is a smattering of half-remembered terms. 
Once again in the real world, they know what is right without the aid 
of economics. My anecdotal evidence and Mr. Silk’s conclusions appear 
to be supported by the preliminary results of a nationwide study con- 
ducted recently by two of my colleagues, Professors Bach and Saun- 
ders. Some preliminary findings of theirs suggest that one or even two 
economics courses leave little or no trace a few years after students 
have left the classroom. 

If our graduates do not understand and remember economic analysis 
or accept it as relevant to public policy issues, we have failed. Whatev- 
er the cause, we are not having a strong enough impact on our stu- 
dents. Without ruling out the possibility that the subject matter of our 
courses may require critical reexamination, I suggest that we should 
focus more explicitly on the learning process. 

If we are to convince our students that economic analysis will help 
them understand their environment, we shall have to aim for more 
than an intellectual understanding of the subject matter. Intellectual 
learning is not enough; economics must be accepted by students before 
they will use it outside the classroom. When I first started to teach I 


1©The Problem of Communication,” A.E.R., May, 1964, p. 596. 
\ 
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was told the story of a student whose reaction to an exposition of the 
fractional reserve system was to advance on the instructor with intent 
to do bodily injury. He evidently felt his world was being attacked by ` 
the nonbelievers. The example may be extreme, but it illustrates the 
emotional barriers to communication that block the understanding and 
acceptance of economics. If our teaching is to have any effect, we must 
change strongly-held beliefs that may not be susceptible to reason - 
alone. Student acceptance of economics may require more concern with 
persuasion and effective communication than most of us have shown. 
We must do more than demonstrate the cold, clear force of our logic in 
the traditional authoritarian pattern of handing down the truth from 
on high. We must experiment with new teaching techniques and take 
whatever steps we can to help economic learning survive beyond the 
end of the semester. 

There are many ways to avoid the limitations inherent in the one- 
way communication pattern of the traditional lecture. The Socratic 
discussion technique, student projects, and debates all help to involve 
students in the learning process, so that they become partners rather 
than antagonists of the instructor. There is a great deal of evidence 
that under some conditions learning and acceptance may be improved 
by active student participation induced by role playing or by other de- 
vices. The mediating mechanisms are not completely understood, but 
group cohesion, heightened attention, improved comprehension, and 
the emotional content of the experience are among the factors that 
may be involved.? 

I have tried to provide a number of participative learning experi- 
ences for students by placing them in role-playing situations. The 
teaching experiments I will describe were conducted over a number of 
years in elementary economics and labor economics classes. My excuse 
for presenting them to you is that they appeared to have had a strong- 
er impact on my students than anything else I have done. The role- 
playing experiments heightened student interest and facilitated learn- 
ing and acceptance of unfamiliar concepts. They provided a basis for 
repeated reenforcement as students referred back to their role-playing 
experiences when related subjects were discussed in class. The active 
student participation in the experiments helped to break down the bar- 
riers to effective student-teacher communication. I hope they will sug- 
gest new ways to approach the problems of economic education. 


7Cf. Carl L Hovland, Irving L., Janis, Harold es Kelley, Communication and Persua- 
sion (Yale Univ. Press, 1983). particularly Chap. 7, “Acq Conviction Through Ac- 
tive Participation,” and the bibliography that follows, pp. 215-40; Dorwin Cartwright 
and Alvin Zander, Group Dynamics, Research and Theory (Row Peterson, 1960); David 
Rappaport, Emotions ond Memory (Williams and Wilkins, 1942). 
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Market Price Determination 


Students have a very difficult time understanding the concept of a 
market price. There is no problem with the algebra or graphics, but 
students perceive a startling difference between the world as they know 
it and the economics text. Everyone knows that the seller sets the price 
for his product; so what sense does it make to assume that the compet- 
itive firm must accept the market price as given. The student can see 
that market price as we define it equates supply and demand and 
clears the market, in the rather special sense in which we use that 
phrase. But he finds it very difficult to translate the nicely intersecting 
curves into something that can be applied to the world outside the 
classroom. The result, in my experience, has been to make the student 
highly resistive to analysis that depends on market determined prices. 
In an attempt to make market analysis more meaningful, I constructed 
a highly simplified market and gave the students a chance to partici- 
pate in the determination of a market price. In preparation for the 
market I made up buy and sell instructions that were based on de- 
mand and supply functions that intersected at a price of $1.80 per 
bushel.* The instructions were to “Buy 1,000 bushels of wheat for not 


TABLE 1 
DIETRIBUTION OF Buy AND SELL INSTRUCTIONS 





Buyers Sellers 
(Not More Than the Price) | (Not Less Than the Price) 


Hmm mo o n E 
STEFE 
NNNNA AAMA 





PanRANNEI | 








* These figures are taken from one of many markets conducted since 1959. They differed - 
in detail, but the same general procedures were followed in each case. My interest in the 
possibility of simulating a market was first stimulated by E. H. Chamberlin’s article, “An 
Experimental Imperfect Market,” J.P.E., Apr., 1948, pp. 95-108. In 1952 Professor Vernon 
L. Smith reported on a series of experimental games designed to study some of the hy- 
potheses of neoclassical competitive market theory. (“An Experimental Study of Com- 
petitive Market Behavior,” J.P.E., Apr., 1962, pp. 111-37.) His experimental procedures 
differed substantially from those used in our informal teaching experiments. His subjects 
were not able to interact and bargain freely, and each transaction removed a set of buy- 
and-sell instructions from the market without replacement. Consequently his market con- 
ditions did not remain relatively stable during a trading period. Instead, the trading periods 
continued until bids and offers no longer resulted in contracts, and the market was repeated 
with experimental conditions held constant over several successive trading periods. This 
procedure permits the orderly collection of data but does not, in my view, provide as 
close a simulation of the equilibrating process as the procedures used in our experiments. 
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more than,” or to “Sell 1,000 bushels of wheat for not less than” the 
specified price. At the $1. 80 price twenty-four transactions were possi- 
ble and eight buyers and eight sellers were excluded from the market: 
by their instructions. 

Two classes were brought together in a room in which all seats had 
been pushed to the walls. One class was designated as buyers and the 
other as sellers, and the following instructions were distributed: 

You are about to participate in the operation of a commodity market. You will be 
given an order to buy or sell 1000 bushels of wheat under certain conditions, In general 
you should not reveal your instructions to any of the other dealers, unless you have a 

particular reason for doing so. You should consider yourself to be an agent, acting in 
behalf of a client who has given you specific instructions. You have an obligation to do 
as well as you can for your client, and you are not permitted to violate the instructions. 

When the market opens, at the signal of the instructor, you may proceed to carry out 
your order. Buyers will be identified by a handkerchief on their left arms. A transaction 
is completed when a single buyer and a single seller agree on the terms of a sale. As soon 
as you complete a transaction report to the instructor so that he may record and report 
your transaction. As soon as your transaction is reported, you should turn in your buy or 
sell order and receive a new one of the same kind. You may proceed immediately to 
complete a new transaction in accordance with your new order. If you are unable to 
complete a transaction within 10 minutes, you may obtain a new order from your instructor. 

When the market is closed, the instructor will determine and report whether the buyers 
or sellers have represented their clients more successfully. 

When the students had a chance to make sure they understood the 
instructions, the market was started. They were free to circulate in the 
class and make purchases or sales at any time, as long as the transac- 
tions were consistent with their buy and sell orders. As soon as a sale 
was made, it was reported to the instructor, who recorded the sales 
price on the blackboard and announced it to the class. The students 
then turned in their orders to the other instructor and received re- 
placements. J 

A few of the buy and sell instructions were left over at the begin- 
ning of the market, and they were given out as transactions took place 
and instructions were turned in. In the process of redistribution, the 
orders were shuffled so that the students could not know when they re- 
ceived a new order in what transaction it had been used previously. 
The process maintained a fairly constant set of market conditions over 
the market period, although there were undoubtedly some shifts 
caused by the lag in reporting sales and feeding orders back into the, 
market. 

A record of one of these experiments has miraculously survived and 
is reproduced i in Table 2. 

After an initial scattering of transactions, prices tended to move 
quickly toward the theoretical equilibrium. By the time the period was 
over almost all transactions were at or very near to the equilibrium 
price. In subsequent experiments we recorded the transactions for each 
ten-minute period on a separate section of the board. The students 
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TABLE 2 
DISTRIBUTION OF TRANSACTIONS 


Price Number of Transactions 
$2.60 1 

` 2.50 0. 
2.40 1 \ 
2.30 0 
2.20 6 
2.10 1 
2.00 15 
1.90 25 
1,80 27 
1.70 20 
1.60 16 
1.50 13 
1.40 5 
1.30 1 
1.20 3 
1.10 1 
1.00 1 


were then able to observe the changing distribution of prices over time. 
My impression is that this technique speeded the concentration toward 
the equilibrium price. 

One surprising aspect of an experiment of this type is how seriously 
the students take their roles. They bargained vigorously and were very 
anxious to learn which class had best represented their “clients” when 
the market was closed. We were forced to permit anyone who did not 
complete a transaction within ten minutes to obtain a new order when 
we discovered in one of the early experiments that frustrated students, 
whose instructions effectively excluded them from the market, finally 
ignored their buy and sell orders in order to participate actively. 

When the market was completed, students were asked to report at 
the next class meeting on the differences between their market and the 
competitive market discussed in the text. The follow-up discussions 
demonstrated that they had been impressed by the coercive force of 
the market on the individual participants. They had learned, through 
their own experience, how supply and demand determine market price. 
With this background they were able to assess the significance of such ` 
factors as information, factor mobility, and product homogeneity on 
the market process. 

The experiment made a strong impression on the students, and they 
referred back to their market experience throughout the semester. It 
helped them to understand the role of market forces in determining 
price and production and to comprehend the competitive firm’s inabili- 
ty to deviate from the market price. The acceptance of these concepts 
as something more significant than an intellectual exercise provided a 
valuable base for the comparison of competitive markets with alterna- 
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tive market structures and for related policy discussions. These are, of 
course, my subjective evaluations of the experience, since we did not 
run a controlled experiment. However, I am convinced that students 
who participated in these markets will remember the experience and 
the major ideas that were developed from them long after the analysis 
that was taught more traditionally has ceased to have any real mean- 
ing. 
Oligopoly Pricing 

The pricing problems of large firms are remote from the experience 
of the undergraduate students. We designed a role-playing situation 
` that let them experience the instability of an oligopoly and the pricing 
problems faced by a firm with a small number of large competitors. 
Through participation they learned of the strong temptation to cut 
prices when fixed costs are high and of the impact of price competition 
on oligopoly profits. They were able to feel the pressure to collude. 

As background for the experiment we described an industry with 
three identical firms competing for the market. The demand for the 
product was assumed to be relatively inelastic, and marginal produc- 
tion cost was assumed to be low relative to the prevailing price, and 
constant. We explained that firms could choose to sell at a high (H) 
price of $4.00, or at a low (L) price of $3.00. Under these assumptions 
the class estimated the distribution of sales among the firms for each 
combination of high and low prices. Then, using an explicit cost func- | 
tion (costs = $65 + sales X $1.00) they calculated the profit that 
would result from each price pattern. The sales and profits alternatives 
for all combinations of high and low prices are presented in Table 3. 

A simplified table showing only the profit alternatives for different 
price combinations was placed on the board. The class was arranged in 
groups of three, each student representing a single firm. They were 
asked to study the profit possibilities and to try to make as much 
money as possible for their respective firms through a series of fifteen 
or twenty price setting (high or low) decisions. The instructor prom- 


TABLE 3 
SALES AND Prorrrs FOR COMBINATIONS OF HIGH AND Low Prices 
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ised to identify the most successful businessman in the class at the end 

of the experiment. The students within each group were instructed to 

make their price decisions independently and without any communica- 

tion. After each of the three had selected and noted a price, they were 

told to reveal the decisions to each other and to record the profits they 

had earned as indicated by the table on the board. This procedure was 
- repeated until the experiment was concluded. 

One-third of the groups were asked to set the initial price for all 
firms at the high level, one-third at the low level, and one-third were 
not given any binding initial conditions. The predominant result was 
that all three firms were forced into the low-profit alternative. Most of 
the groups that started selling at the high price fell off the plateau and 
were unable to return to it. The other groups were rarely able to attain 
the uniform high price structure. Although the students were asked not 
to communicate there were many audible comments concerning the cu- 
pidity, stupidity, and ancestry of the participants. After the students 
had made about fifteen to twenty price decisions the experiment was 
terminated and the frequency of different price patterns reported to 
the class. The experiment was then repeated with instructions permit- 
ting the students in each group to communicate freely before each 
price decision. Under these conditions a majority of the groups suc- 

‘ ceeded in maintaining a uniform high price level for fourteen of the 
fifteen price decisions. But a substantial number were unable to col- 
lude or found that their agreements broke down after a few decisions. 

These were not controlled experiments, and I make no claim that 
they shed any light on the behavior of oligopoly price-makers. But 
they did give the students an intense experience that made the eco- 
nomic analysis of oligopoly behavior more meaningful. The students 
analyzed the experimental conditions and assessed the importance of 
demand elasticity, product substitution, communication, the cost func- 
tion, and their motivations in explaining their role behavior. They saw 
collusive agreements break down and felt the frustration of not being 
able to raise a price when it was clearly in the interest of all firms in 
the industry to do so. After their experience it was not difficult for 
them to understand the role of a price leader or the significance of 
tacit collusion. The experiment and the discussions that followed pro- 
vided a dramatic background for the analysis of antitrust policies in a 
learning context very different from the traditional authoritarian pre- 
sentation of subject matter. An experience of this kind helps to break 
down inhibitions and communication blocks in the classroom. The en- 
tire course gained through increased interest in the subject matter and 
the students’ involvement in the learning process. 
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Role playing can be used to help students understand the attitudes 
and perceptions of individuals whose points of view differ substantially 
from their own. Students from upper- and middle-class families find it 
difficult to understand the basis for conflict between union and man- 
agement. There is a tendency to believe that one party (usually the 
union) does not really understand the situation, and if only the facts * 
could be clarified, most disputes would disappear. I have made use of 
detailed case material to provide a context for student participation in 
grievance negotiations in union and management roles.t The case ma- 
terial is distributed and students assigned in groups of six or eight to 
roles as members of a union or management committee. Each group is 
asked to meet for not more than two hours to attempt to resolve the 
dispute described in the background readings. They meet without su- 
pervision, and from reports I have received, they seem to throw them- 
selves into the assigned roles with enthusiasm. 

At the next class meeting I ask for an oral report from each group. 
A representative of one of the committees volunteers to summarize the 
discussions and whatever partial agreement or definition of the issues 
his group arrived at. The volunteer is usually chagrined to discover 
that members of the opposing committee are unwilling to accept his 
summary and insist on presenting their own view of the negotiations. 
There are frequent disagreements over the details of settlements and 
on some occasions over whether any agreement was actually reached. 
When all the groups have reported, but before any general discussion 
of the substantive issues, I ask the students to step out of their roles 
and indicate by secret ballot which side of the dispute they believe was 
right. When the votes are tallied there is some surprise expressed at 
the substantial vote for the union position. I then ask the students to 
indicate how they voted, and whether they took a union or manage- 
ment role in the negotiations. On each occasion that I have used this 
exercise a substantial fraction of the students who took union roles 
voted for the union position, and almost without exception those who 
played management roles voted for management. 

The students learned about the process of negotiation and improved 
their understanding of the substantive issues in dispute. But the most 
significant impact of the experience on the students was their realiza- 
tion that the role they played affected their perceptions and evalua- 
tions of the situation. l 

‘There are published cases that can be used for this exercise. I have found the Rocket 


Chemical Company (C) case (ICH 5H16 HP 555), published by the Harvard Business 
School, particularly effective. 
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Summary 


The role-playing experiments I have described were all designed to 
accomplish learning through an experience that was at least in part 
emotional. They depended on self-learning and on active student par- 
ticipation in the learning process. The major concepts and ideas that 
were developed through the experiments were not complex and in each 
* case could probably be set down in relatively few words. These experi- 
ments and others like them involved a substantial investment in stu- 
dent time that could have been used to present additional subject mat- 
ter. My view that investments of this type are worthwhile is based on 
a judgment that our highest priority task is to increase our impact on 
students. We must distinguish between teaching and learning. It may 
well be that if we taught less, the students would learn more. I feel 
somewhat timid about exposing this possibility when educational stan- 
dards are accelerating all about me. I am sure that for many the best 
path to learning is through the intellect without the aid of special reen- 
forcement techniques. But I am afraid that if we hope to make our 
subject matter relevant beyond the final examination, we will have to 
address ourselves more explicitly to that end. We should judge our 
performance by whether our students have learned and retained the 
basic concepts we have to offer, not as an exercise in not too difficult 
mathematics, but as relevant economics. 

Role playing and other participative techniques appear to offer the 
possibility of deepening the learning that takes place and of increasing 
the acceptance of economics. Students seem to remember their role- 
playing experiences long after they leave the class, and my experience 
indicates that student involvement can improve our teaching through 
better comprehension, stronger interest, more self-learning, and im- 
proved student-teacher communication. My modest experiments sug- 
gest only that participative techniques can be used effectively in eco- 
nomic education. Certainly this is one path we should explore in our 
attempts to make economics more meaningful. However, we should ex- 
periment more systematically to determine the best uses of such tech- 
niques and to discover new ways to reenforce and supplement our 
teaching. 


TESTS OF THE SUCCESS OF THE PRINCIPLES COURSE 


By Smon N. WHITNEY 
Rutgers, The State University 


Although this paper draws on student questionnaires and letters 
from experienced teachers, it relies chiefly on true-false tests given to 
32,000 students at eighty colleges since 1954. These were described in 
the March, 1960, American Economic Review, and criticized and de- 
fended one year later. All twenty-two sets, of fifty each, have been rec- 
orded for at least eight classes in principles at the start and at least ten 
after the course. Copies of some of the sets will be supplied by the 
author to any teacher requesting them, and, next summer, all sets if 
possible with grades for individual questions. Users can then make their 
own selections. 

The comparisons today are confined to the 103 men’s and 37 
women’s classes, in-forty-four colleges, which took them both before 
and after the course. The mean grade of the 140 advanced from 54.1 
to 62.3 percent, or from about twenty-seven to thirty-one out of fifty 
(twenty-five being the equivalent of zero). This is not self-evidently 
poor, without standards to show what improvement ought to be, or 
that these particular questions reflect what the course should teach, 
but it is certainly not impressive. 

Of the forty-four colleges, two from the “Ivy League,” though with 
only one class each, recorded an average gain of 31 percent of the pos- 
sible improvement between their beginning scores and 100; five liberal 
arts colleges whose names are well known, with eight classes, a 21 per- 
cent gain; fourteen state universities, seventy-three classes, 18 
percent; thirteen large private universities, twenty-nine classes, 16 
percent; and ten colleges and small universities known mostly i in their 
own states, twenty-eight classes, 13 percent. Averages in the Sout 
were in most cases lower than those elsewhere. 

The range among the classes was from 40.5 and 37.4 percent of the 
possible gain down to two slight losses. The mean improvement was 
17.9; the median, 17.5; the quartiles, 23 and 11.8. Final grades, which 
ranged rom 73.1 to 47.8, might have been made the measure of suc- 
cess, thus including forty-three classes tested only at the end of the 
course, but the percentage of potential gain achieved seemed prefera- 
ble. (Other alternatives would be the numerical, or the percentage, ad- 
vances from the beginning grade.) There are now enough precourse 
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scores to permit schools testing only at the end to have some idea of 
the starting point. 

Women began 1.4 points below men at the same universities, and 
ended 2.6 below; they gained 15.8 percent as against 19. Those taking 
high school economics (pre-Task Force) started 1.6, or eight-tenths of 
one question, ahead. Five colleges offered both one and two-semester 
. courses; advances in the former ranged from 50 to 81 percent of those 
in the latter, the mean being 62. 

Seven areas are covered: production and public finance have five 
questions each, and the others, eight each. Gains, on the first 14 sets, 
have been: production (which includes basic concepts, costs, and busi- 
ness organization), 23 percent of possible improvement; income-em- 
ployment, 21; money, 20; prices and international economics, 18; 
public finance and distribution, 16. For example, only 37 percent be- 
fore the course but 75 after it (these are medians of the class aver- 
ages) recognized as fallacies that a free enterprise system implies the 
right of sellers to confer on prices to charge, rediscount policy is the 
best credit control tool, tariffs should keep out goods produced at lower 
wages, governments should fight recessions by balancing budgets, and 
stronger American unions account for higher wages than in Europe. 
Not many of the questions fit into the three categories—factual, con- 
ceptual, and problem-analytical—of the McConnell-Felton article in 
the June A.E.R. The majority deal with cause and effect or policies 
and few use technical terms. 

The eight for which scores declined the most during the course fall 
into two groups. In one, the early commonsense view gave way to a 
slight majority accepting the fallacies stated (grades dropping from 64 
to 45): that (1) advertising cannot reduce prices, of “certain” prod- 
ucts, by leading to mass production; (2) the greatest inflations have 
resulted from private sector credit expansion; (3) interest rates de- 
cline during booms; and (4) a rise in internal public debt need never 
cause worry. On four questions, an original guess (51 percent right) 
became a general error (32 percent): that (1) $1.00 deposited in a 
banking system keeping 20 percent reserves will add $5.00 to loans 
and investments; (2) advanced countries have raised most of their 
capital abroad; (3) a percentage tax on profits of a monopoly exploit- 
ing its position fully is easily shifted to consumers; and (4) our money 
supply has increased only 2 percent annually since 1939. 

Although we may oversell our views, there is some progress in dis- 
pelling misconceptions on the same topics. The percentage believing 
that. advertising and selling are more constructive than price competi- 
tion decreased from 52 to 37; and the belief that public debt should 
not exceed national income, from 66 to 34. Some guidance to teachers 
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on where and how to put their emphasis is the first benefit I would ex- 
pect from such tests. l 

A second gain can be an evaluation of the large lecture class, with 
graduate assistants for its recitation periods. Inquiries located only 
two universities which had attempted this. At one, the lecture section 
outscored the remaining discussion sections by half a point to a point 
on about 140 questions in three successive years. At the other, the lec- - 
ture sections gained 14.8 points, the discussion groups 16.3, on ques- 
tion set A from the March, 1960, A.Z.R. The small sections scored 
significantly better on all 19 attitudinal questions addressed to the stu- 
dents. This university also.tested its history classes: the small groups 
led significantly on 5 of the 19 and were slightly ahead on 12; but they 
progressed only 36 percent (from about fourteen right at the start) 
toward answering all thirty multiple-choice questions as against 44 
percent for the lecture group. Covariance analysis, taking account of 
beginning scores, verbal-mathematical test scores, and the individual 
section deviations, found these differences nonsignificant. It should be ` 
noted that the lectures were still in the experimental stage, and that 
differences among the teachers were ruled out in the experiment. 

These data tend on the whole to confirm the conclusions of W. J. Mc- 
Keachie in Nevitt Sanford’s The American College (Wiley, 1962). 
‘Eight experiments had shown as much or more information retained 
by lecture students, although four had found better attitudes or superi- 
or problem solving in small groups. Since the one virtue of the big 
class is supposed to be its economy in professorial time, it is gratify- 
ing to find that the students can learn as much, too. The lecturer puts 
more effort into preparation and his presentation is better organized 
than in loosely-run discussion sections. Whatever the advantages of 
the lecture, the small group keeps its superiority for training in thought 
and expression—provided it is not made a straight lecture itself. 

Raymond T. Bye, of Pennsylvania, in a letter, stresses the Socratic 
method as learned from Taussig. Ira B. Cross, of California, writes 
that the big class cannot succeed unless graduate assistants are chosen 
and trained with the greatest care. Both—and others still teaching 
whom I shall not name—insist that success of the competing ap- 
proaches depends primarily on the personalities involved. A comment 
relayed from one university runs: “Course is fine, Dr. X is great, get 
rid of ignorant graduate students.” But sometimes it is the other way 
around, 

Four further teaching suggestions have support in the true-false ex- 
periments—two minor ones: to keep lecture and reading in step and to 
avoid excessive abstraction; and two major ones: emphasis on ade- 
quate student preparation and on student thinking. 
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The first point is an inference from the experience of two professors 
at a small college who gave the published questions. One, described as 
a good lecturer giving a planned survey of theory, not coordinated with 
textbook reading, secured from his students 14 percent of the potential 
improvement. His colleague, called a “drillmaster” who stayed right 
with the text in his recitations, came up with 27. I tried to test this 
* point and others in a survey of 1964 summer courses. Grades ranged 
from 12.3 percentage points above the previous scores for selected 
questions to 11.5 points below. The six schools with highest scores said 
they had kept class work and preparation in step daily; only 6 of the 
11 lower-ranking schools so claimed. On thé same point, several teach- 
ers who have administered the test at the start, but not at the end, 
explained: “I was just too far behind to spare twenty-five minutes.” 

The second suggestion may be put in the words of a teacher whose 
gain in the true-false scores, 29 percent, had been among the best: “I 
am near enough to my student days to remember how repellent too 
much abstract theory is to the average non-mathematical, non-scien- 
tific beginner. Illustrations keep the student listening and give the 
principle the support it needs.” 

A third, and important, suggestion is greater emphasis on class prep- 
aration by the students. Six of the seven summer courses with highest 
grades, but only four of the other ten, required more reading than just 
the textbook. This sample is small (106 colleges announcing a summer 
principles course had been addressed to secure thirty-four acceptances 
and seventeen actual scores), but there is something to think about 
in the letter from a college whose students were found to be devoting 
little more than half the time to economics as to English composition, 
foreign languages, natural sciences, or mathematics. The usual expla- 
nation was: “We need two full hours to prepare these demanding sub- 
jects, but we can read our ten pages of Samuelson in an hour.” Let me 
review briefly five approaches to this problem: 

1. Workbooks. In the summer survey, four colleges required these. 
Seven made them optional, mostly guessing that 20 or 25 percent took 
the option. I inquired more closely at two other schools known to have 
been using them, but one proved to have dropped out because of stu- 
dent copying. At the other, nine students checked “used it very little” 
and “not worth the effort.’ Two conscientious students found the 
workbook helpful, but were not asked whether the same time spent in 
study might not have helped as much. Problems are valuable, and 
some colleges can afford graduate assistants to check the papers, but 
the dilemma raised by copying remains. 

2. Supplementary readings. These are popular and useful, but there 
are two difficulties. Some students, though not all, need to spend their. 
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available time mastering central points rather than pursuing interest- 
ing supplements. Many professors simply assign the readings and then 
ignore them. As for “recommended” readings, I was enlightened by 
learning after a semester that not one of sixty students had looked at 
any. 

3. Reports and term papers. Only two of the seventeen summer 
courses required these. Most teachers lack time to correct them and * 
want them postponed to later courses whose members know more eco- 
nomics. James Harvey Dodd, of Mary Washington, has been an 
exception: he writes that papers on personal or community economic 
problems were one means of interesting his students in economics. ` 

4, Two textbooks. Eleven colleges reported this solution in the 
Kopf-Stauss survey, The Teaching of Elementary Economics (Holt, 
1960). One’ school, which entered two classes in these tests, ranked 
eighth out of forty-four. Its aim was to increase study time on basic 
material, and this seemed more likely if a second text was added than 
if students were asked to keep on poring over the first. 

5. Forcing more thorough study through stiffer grading or short 
daily quizzes, such as five true-false questions. One teacher released 
his better students from daily preparation after one term and wit- 
nessed a decline in their grades. Experts in education agree that ‘“dis- 
tributed learning,” with regular preparation, is more lasting than 
“mass learning” through examination cramming. The lecture or discus- 
sion can also be less elementary when most of the class is prepared. 

The fourth lesson from the tests, obvious but vital, is the need of 
training in constructive and critical thinking. The men’s college scor- 
ing highest said that it emphasized step-by-step solution of problems 
by students; the women’s college relied entirely on discussion, with 
classes from twelve to twenty-three in size. 

In one experiment, each problem area was discussed a day ahead of 
the textbook reading. Student ideas were written on the blackboard 
and erased when proved wrong. The residue was improved; then 
mimeographed to be the class notes. To keep the thinking original, evi- 
dent acquaintance with the text was penalized, postponement of read- 
ing to the assigned day was encouraged by testing on it then, and no 
grades were given on discussion. This class surpassed others on the ex- 
amination. Unfortunately, the strain on the teacher and on the office 
ended the experiment. 

Many discount these tests because they distrust objective questions, 
arguing that they do not test powers of reasoning or expression. True, 
a few students may win high grades by lucky guessing, and essays are 
indispensable to test expression, but a class average cannot be high on 
fifty questions if reasoning is not used. The fear that brighter students 
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will go wrong by thinking of qualifications was not sustained when 

1,136 papers were checked. The 182 students scoring 76 or higher sur- 

passed the rest on every single question. It must be granted that some 

questions in each set are inferior to the rest (all but a dozen or so have 

been kept so as not to lose the record of experience). Finally, some 

questions will be on topics not covered by a particular teacher or 
. book. 

For all this, classes still take the test on an equal basis, and a score 
of 76 to 80, depending on the set, can be treated as an A. Ninety is 
about the highest that any one can achieve with only half a minute per 
question. Five out of each 50 questions may well be ambiguous to 
some, leading to defensibly “wrong” answers, but it can hardly be said 
that nine-tenths of our essay questions are clear to all. As to grading, 
the Educational Testing Service has found that it takes five readers of 
an essay to average out the personal biases. True-false sheets, inciden- 
tally, even without machines or low-priced graders, can be laid along- 
side each other and corrected in one-third to one-sixth of the time re- 
quired by essays, depending on whether the essay reader is making the 
sustained mental effort necessary for fairness. 

Objective questions offer the only practical means of comparing 
different classes, colleges, and methods. If a class has averaged 68 on 
final examination essays, is there any other way to determine whether 
this meant poor students or difficult questions except to have some ob- 
jective grades? If it also scored 68 on questions for which the norm 
was 63, its final average should be nearer a B then a D. Unwarranted 
disparities can be avoided by locating the class as a whole through ob- 
jective scores while marking each individual mainly on essays. 

Many teachers seem to lack interest in comparing their own success 
with that of others. For example, less than 15 percent of those writing 
for copies of these tests ever returned complete scores for comparison. 
Hopefully, N.Y.U.’s new ninety-minute macroeconomics test may 
achieve a good sample. It is using matching and multiple-choice ques- 
tions, considered by many experts superior to true-false ones. Another 
multiple-choice experiment is the Stalmaker “Test of Economic Un- 
derstanding,” for which grades of 80 and 82 were given in the June 
A.E.R.; a score of 68.2 for 148 Drew and Rutgers beginning students 
suggests a gain of about 40 percent of the potential. 

Enlarging their samples will increase the value of all tests for those 
interested in grading students fairly and measuring their own teaching 
progress. We all know that costs of experiment must be incurred to im- 
prove any industrial product. In economic education, the costs are 
minimal and the product important. 


DISCUSSION 


Irwin L. Herrnstapt: The motive for Professor Whitney’s and Professor 
’ Joseph’s papers is dissatisfaction with the effectiveness of our undergraduate 
teaching of economics. (I cannot comment upon Professor Attiyeh’s and Pro- 
fessor Lumsden’s motive, because their paper did not arrive.) Professor Whit- . 
ney appears to document what many of us have long suspected; namely, that 
beginning students seem to learn very little economics. (However, I must 
admit serious reservations about the test questions I ‘have seen and a number 
of his findings.) He does not explain why so little is learned nor advance any 
novel solutions. However, he does propose wider use of his special battery of 
questions to determine which teaching methods seem best. 

In contrast, Professor Joseph offers both an explanation and a solution. 
Professor Joseph's diagnosis is disturbing. Even if students do catch on, he 
says, they soon forget or reject what they have learned because economic ab- 
stractions are too “unreal” to be “believed” or else challenge personal prej- 
udices. The trouble is not entirely cognitive. I think most teachers of begin- 
ning economics are aware of the resistance accorded unpopular ideas. I for 
one believe that role playing is a useful device for meeting both problems 
posed by Professor Joseph, even though it is time consuming and sacrifices 
coverage and probably is not applicable to much material (e.g., macroeco- 

` nomics). Moreover, it probably requires more classroom preparation than 
some of us are accustomed to give. 

It is the unreal nature of our abstractions that warrants further considera- 
tion, because there is an implication that we have the cart before the horse. 
We seem anxious to adopt new instructional techniques without first asking 
what we want to teach to whom. Ours is a differentiated market. On the one 
hand, we have to train professional economists; on the other hand, we have 
to convince the nonspecialist that economics has something useful to say to 
him. Yet at the beginning level we treat both groups alike and have almost 
abandoned the nonspecialist, who is our audience, We neither have persuaded 
him that our concepts are relevant to his personal or public life, nor have we 
provided him with the tools to discriminate between those concepts that are 
relevant and those that are not. 

I should like to suggest some reasons why. First, our sights are high. In an 
introductory course of no more than one year’s duration, we spin many intri- 
cate webs that offer very modest explanations but take a great deal of the 

. student’s time to absorb even superficially. Then we expect the student to 
apply these half-learned abstractions to a very complicated world. Similar de- 
mands are not made of those who take beginning courses in the humanities, 
the sciences, or even the fine arts. Where worldly applications are asked of 
students, as in sociology or political science, for example, the subject matter 
is descriptive, not analytical, and probably easier to relate to personal experi- 
ence. 

Second, our basic economics offers the student one-dimensional models that 
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no economist would accept unqualifiedly. Students bright enough to grasp 
even some economic principles probably are bright enough to doubt the rele- 
vancy of such limited explanations of a complex world. 

In short, we probably try to cover too much in too involved a way and suc- 
ceed only in leaving students either confused or skeptical. We have failed to 
tie together for the beginner the economy as it really functions and the 
artificially simplistic theories we have for explaining it at the introductory 
* level. In part, we have failed to acquaint students sufficiently with econom- 
ic institutions and processes so that our abstractions seep through. In part, 
we have relied excessively on exactness at too early a stage, when the stu- 
dent’s limited knowledge and experience make it inappropriate. Professor Jo- 
seph’s paper seems to bear this out. Students first had to realize that econom- 
ic theorizing had some applicability and were abstractions of actual processes, 

Let me give some illustrations. We go through an elaborately detailed dem- 
onstration to make the simple point that excess reserves can lead to easy 
money condition which can stimulate the economy. But we lack time to ex- 
plain the seeming contradiction that during an upswing in business activity, 
net free reserves drop, money markets tighten, and interest rates rise. Any 
student who reads the New York Times (and we hope he does) can discover 
that peculiarity for himself. Again, we stress in a rigorous, mechanical way the 
fundamental relationship between a change in investment spending and a 
change in income but fail to make distinctions crucial for distinguishing be- 
tween the minor and major cycle. Finally, we compare the results of union 
wage policies with the results of a competitive labor market that probably 
never existed, but rarely so inform the student. 

Unless we reconcile our elementary theorizing with such realities, can we 
expect the student to see the relevancy of much of basic economics, let alone 
summon the motivation to explore its intricacies? A knowledge of some theo- 
ry is indispensable, but it must be convincingly related to a world the student 
recognizes, it must carefully spell out its assumptions, and for beginners it 
must not be so painstakingly exact that the point is missed. 

It is not the method as much as what it tries to teach that will be the 
measure of our success. We can teach very simplistic—and.hence unbelieva- 
ble—theories too precisely, or we can try to make a complicated world more 
comprehensible and economics more credible. Programmed instruction can be 
used for either task, but it cannot make the irrelevant relevant nor me intri- 
cate simple. 

If programming cannot solve problems of content, what can it do? It has a 
number of pedagogical advantages quite aside from the virtues claimed by 
operant learning theory and quite aside from a flexibility that allows the indi- 
vidual to progress at his own pace. 

First, a successful program requires the teacher-programmer to specify his 
objectives, make explicit his assumptions, sharpen his definitions, and present 
his material in a systematic, consistent fashion. Nothing can be left dangling, 
because each successive frame is knit to the preceding one. Second, a program 
forces the student to pay close attention; that is, to study the material. He 
becomes involved in the learning process; he begins to integrate the material 
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as he answers questions and solves problems. He helps construct the concept, 
so to speak, as he works through it step by step. He begins to educate himself 
along a carefully delineated path. 

The program thus can be used potentially to impart an understanding of 
properly qualified theoretical concepts, which then can be applied in the 
classroom and their appropriateness discovered. Instead of devoting class time 
to helping beginners digest poorly understood text material, the instructor can 
devote it to helping them develop and use analytical skilis—something he 
supposedly has been doing all along. The beginner will not become a profes- 
sional economist, but at least he will apppreciate what the professional is 
trying to do and why intricacy is not evidence of evasiveness or confusion but 
of careful analysis of a complex world. 


Danm R. Fus¥Fetp: I did not receive the paper by Attlyeh and Lumsden 
in advance; so I will limit my comment to some observations on my own 
experiences with preparation of programmed material. 

The most valuable part of the process is preparing the material itself. The 
first step is to identify in detail the specific objectives which the instructor 
wants his student to achieve. This step immediately orients the instructor to- 
ward students rather than subject matter, and gets him thinking in terms of 
desired student behavior rather than organization of topics. The second step 
is to select and organize material which will enable students to achieve the 
objectives: texts, illustrations, problems, examples, and other material. Ev- 
erything extraneous must be cut away in order not to cee: the student 
from his goals. 

At this point the programmer can develop a program to move the student 
ahead step by step, with continuous feedback of correct answers to provide 
motivation leading the student from carrot to carrot until he has learned the 
material. 

But well-motivated college students probably do not need this Pavlovian 
incentive. If they are clearly told at the beginning of a course exactly what 
they are expected to know or to perform at the end and if the materials used 
are clearly tied to these objectives, there is little need for a teacher. Students 
will do the rest, although teachers may be needed to help them over 
difficulties and provide motivation. 

One of the major faults of all the programmed material in economics I 
have seen is its failure to tell students at the start where they are going to 
end up. They need the artificial motivation of continuous feedback of correct 
answers. But if structured properly, the materials and their organization can 
provide motivation and most of the learning job can be left to students. 

The better results from programmed instruction, as compared with other 
teaching methods, probably results more from superior organization of ma- 
terlal and systematic presentation than from any other single cause. The real 
test of programmed instruction will come from comparing its results with the 
teaching done by the man who prepared it. 

Turning now to Dr. Whitney’s paper, I find that it leaves me very uneasy, 
and I am not sure I know why. 
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Perhaps it is the unspoken twin assumptions, first, that there is a large 
body of correct economic principles which ought to be emphasized by all 
teachers of introductory economics, and, second, all students ought to learn 

it. 
He may be right about the existence of a correct body of generally accept- 
ed principles, but I am enough of a skeptic to believe that 75 percent of what 
we now think is true will probably turn out to be false. Today’s truths need 
* to be taken cum grano salis and our students trained to do so, much in the 
spirit of Lord Acton’s comment that the path to true knowledge begins with a 
large and liberal discontent. For this reason I abhor true-false and most other 
objective examinations. I would rather have my students ask the right ques- 
tions than know the right answers. 

Furthermore, the knowledge which can be stated in categorical and objec- 
tive terms is the least important part of our subject: knowing what it means 
is a higher accomplishment, and that can be shown only on essay examina- 
tions. 

Thomas Henrich, the philosopher who used to play right field for the New 
York Yankees, once said, “Catching a fly ball is easy. Knowing what to do 
with it afterwards makes you a major leaguer.” I want my students to be 
major leaguers, and I could not care less if they do poorly on true-false exam- , 
inations. 

I suspect that these reactions are shared by most teachers of elementary 
economics. We could probably train our students to score well on Whitney’s 
examination, but there are more important things to do. (Incidentally, several 
of the answers deemed correct by Whitney are wrong, in my opinion.) 

These comments lead directly into Dr. Joseph’s paper on role playing as an 
educational technique. It is a path to intuitive rather than rational under- 
standings, and I know that my colleagues who demand rigorous and accurate 
proofs will look down their noses at it. I use some other devices to achieve 
similar results in parts of my introductory course: songs from the union 
movement and a selection of arbitration cases to enable middle-class students 
from the suburbs to understand the motives and attitudes of organized work- 
ers, for example. Students may not be able to explain in a reasoned way ex- 
actly what those attitudes are or why workers have them, but they will cer- 
tainly understand and be able to draw their own conclusions about them. The 
educational purpose of these devices is to achieve greater student participa- 
tion in the learning process—a result devoutly to be wished. 

The understandings achieved by role playing, however, are essentially at 
the emotional level. The technique itself was first developed to enable individ- 
uals to gain insight into their own emotional problems and relations with 
other people. The objective was insights which would result in changed behav- 
ior. Joseph’s objectives are a little different. He wants his students to 
achieve a better knowledge of economic principles rather than to change their 
behavior. This represents quite a shift in the purposes of the technique, and 
we need to know more than Joseph- has told us about how well role playing is 
adapted to the learning of a body of knowledge. The rather large emotional 
“kick” his students obtained may not indicate any substantial learning at all. 
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It is likely to be the result of insights into themselves rather than into the 
subject matter. That is what one would expect from role-playing techniques. 

Even if that is the case, Joseph’s students may have had an immensely val- 
uable educational experience. They might not have learned much economics, 
but they may well be better individuals as 4 result of the role playing. 

The teacher never knows what his students will learn from the wide variety 
of offerings he lays before them. The least significant things may have the 
greatest impact, without his ever being aware of it. Each student brings to 
the classroom his own unique combination of knowledge and interests, into 
which he must fit the things we teach in a way which is meaningful to him. 
The teacher’s job is not to insist that he learn a specific body of subject mat- 
ter in a particular way, but to assist him in coming to his own conclusions 
and reaching his own understandings. They may be different from ours—or 
Samuelson’s—but that is all to the good. 


Renpics FEts: My theme will be multiplicity—the multiplicity of objec- 
tives of economic education, the consequent need for a multiplicity of tests to 
determine how far we are achieving each of the different objectives, the multi- ` 
plicity of teaching methods and aids and literature on economic education, 
the growing difficulty for anybody except a specialist to keep up with it all, 
and the coming need for an advisory service to help those of the 2,000 insti- 
tutions of higher learning that do not have a specialist on economic educa- 
tion. 

The papers presented here clearly justify having a session on economic 
education at the annual meetings of our Association. Fifteen years ago, econ- 
omists called upon to discuss economic education felt no obligation to do orig- 
inal research or to say anything new. As a result, what was published on eco- 
nomic education was seldom worth reading. Happily the situation has 
changed. Serious work is going on. The papers presented here compare favor- . 
ably with the general run of papers presented in recent years at the annual 
meetings, even though, like most papers in the Papers and Proceedings issues 
of the American Economic Review, two of the three are not up to the quality 
of the regular issues. But welcome as these contributions are, they add to a 
literature growing so rapidly that it is hard to keep up with. 

The new data Professor Whitney has gathered since he last reported on 
“Measuring the Success of the Elementary Course” is welcome, but I wish he 
had (1) improved his true-false tests instead of keeping the same questions 
for the sake of comparability, (2) provided a critique of his tests in compari- 
son with the new Stalnaker tests, and above all (3) had specified exactly 
what objective or objectives he is trying to measure our success in attaining. 
The multiple-choice questions of the Stalnaker Committee seem to have two 
important advantages: they are technically superior, and they are based on a 
detailed statement of objectives; namely, the economic concepts specified in 
the report of the National Task Force on Economic Education. Too few of 
Whitney’s questions deal with the most fundamental ideas; too many deal 
with matters that, given the time limitations of the elementary course, we 
should give low priority to or omit altogether, Take, for example, the (false) 
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statement on one of his tests, “Postwar demobilization resulted in a sharp rise 
in unemployment (to 7% of the labor force in 1946).” Such questions should 
be omitted in favor of more questions on resource allocation, the price mecha- 
nism, national income concepts and theory, and money. The Stalnaker ques- 
tions, with only a few exceptions, stick to fundamentals. Nevertheless, an ex- 
cellent set of tests could be constructed by culling from the 1,100 questions 
on Whitney’s twenty-two tests the hundred or so best. questions. For the 
specific purpose of measuring the success of the elementary college course, 


` tests so derived would be superior to the Stalnaker tests, which were devised 


with high’ school students and teachers in mind. 

The Whitney and Stalnaker tests are general in the sense that they cover 
all elementary economics. That we also need more specific tests for more 
specific purposes is brought out by Myron Joseph’s interesting hypothesis. 
Joseph’s concept of what he is trying to accomplish in his teaching plainly 
differs from the objectives the Stalnaker Committee had in mind and from the 
not-very-clearly defined objectives of Whitney. Joseph says of one of his role- 
playing experiments: “I am convinced that students who participated in these 
markets will remember the experience and the major ideas that were devel- 
oped from them long after the analysis that was taught more traditionally has 
ceased to have any real meaning.” Joseph’s hypothesis ought to be tested, but 
for that purpose the Whitney and Stalnaker examinations will not be suita- 
ble. We need a series of questions on, let us say, supply and demand, to be 
answered by students several years after they have had the elementary 
course. The former students would preferably be in four groups: one taught 
by Joseph’s role-playing technique, another by programmed instruction, a 
third by conventional methods, with the fourth a control group without for- 
mal training in economics. 

Similarly, special-purpose examinations are needed to test the hypothesis 
advanced by George Stigler two years ago. Stigler believes that students who 
have had no economics would do just as well at evaluating arguments for and 
against current policy proposals as would students who had had a course in 
economics some years earlier. Unlike the questions of Whitney and the Stal- 
naker Committee, Stigler’s are not the sort that could be answered out of a 
textbook. Stigler’s teaching objective differs from Joseph’s, from Whitney’s, 
and from the Stalnaker Committee’s. 

We need, in fact, a large variety of tests for a large variety of different 
purposes. Every college in the U.S.A. is different. Different teachers, though 
they may share the same broad objectives, differ widely on priorities, Teach- 
ers need to be able to select from a battery of examinations those which best 
test how far they are attaining their specific goals. Research workers investi- 
gating the comparative effectiveness of different teaching methods need a va- 
riety of examinations constructed for their particular hypotheses. 

The development of tested tests to test testable hypotheses will be a great 
help in evaluating experimental teaching methods such as role playing, pro- 
grammed instruction, and educational television, but the accumulation of re- 
search findings will exacerbate the problem already faced by overworked 
teachers of elementary economics—the problem of not only selecting a text- 
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book from the fifty on the market but also deciding what supplementary ma-. 
terial to use, what teaching methods to adopt as best for the local situation, 
what objectives to emphasize in the-light of what is realistically possible. 
Even now decisions are often made on the most superficial basis. The problem 
will get worse as more is learned about economic education. The gap will in- 
crease between what could be done.and what is actually done for lack of a 
local specialist on economic education. The time is approaching for setting up 
a service of expert assistance available to colleges without their own specialists * 
in this new and growing field. Publishers of elementary textbooks should pro- 
vide this kind of service, but they are not likely to. If they do not, our Asso- 
ciation should seek foundation support to fill this need. 
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The Seventy-seventh Annual Business Meeting of the American Economic 
+ Association was called to order in Bel Air Room of the Conrad Hilton Hotel, 
Chicago, Illinois, at 2:00 p.m. by President G. J. Stigler. The minutes of the 
business meeting of December 29, 1963, were approved and the minutes of 
the Executive Committee meetings and reports of officers and committees of 
the Association were ratified. These reports are published in these ‘“Proceed- 
ings” and constitute the official actions of the Association when approved at 
the annual meeting. The report of the Secretary was presented by H. F. Wil- 
liamson. The schedule of times and places for future annual meetings through 
1971 was outlined. Attention was called to the fact that the total number of 
members and subscribers as of. November 30, 1964, was 17,816, a net increase 
of 1,537 for the year. 

In addition, the Secretary reported on the following activities of the Associ- _ 
ation: 

1. Clearinghouse Project. This project is now in full operation, with over 
2,700 individuals now included in the roster of economists interested in over- 
seas assignments. 

2. National Register of Scientific and Technical Personnel. Nearly 12,000 
questionnaires were returned in connection with this project and are now 
being processed by the National Science Foundation. The data will be made 
available to a special committee of the A.E.A. which will prepare a report 
covering the economics profession. 

3. Foreign Graduate Student Screening Project. Under a grant from the 
Ford Foundation, the Association is undertaking to establish procedures for 
improving the screening of foreign graduate students applying for admission 
to economics and agricultural economics departments in the United States. 

4. Group Flights. Four group flights were arranged for attendance at the 
Chicago meetings and it is planned to, arrange similar flights for future meet- 
ings. 

5. Association Archives. The archives of the Association have been clas- 
sified and are available to interested scholars. 

The report of the Treasurer was summarized by H. F. Williamson. Special 
attention was called to the fact that the net operating income of the Associa- 
tion for the year ending November 30, 1964, was $60,102 and that the unap- 
propriated surplus was $206;397. The full details are shown in the Treasur- 
er’s report printed below. 

J. W. Bell reported for the Finance Committee on the changes in the Asso- 
ciation’s investment portfolio, The full report of the Finance Committee is 
published below. - 

The report of the Managing Editor, published below, was summarized by 
J. G. Gurley. He expressed his appreciation for the effective work done by the 
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Editorial Board and consultants in preparing the American Economic Review. 
The Secretary then presented the report of the Committee on Elections and 
the certification of the election of new officers for the year 1965, as follows: 


‘In accordance with the bylaws on election procedure, I hereby certify the results of the 
recent balloting and present the reports of the Nominating Committee and the Committee 
on Elections. 

The Nominating Committee, consisting of Gottfried Haberler, Chairman, Avery B. Cohan, 
Richard M. Cyert, G. A. Elliott, Mare Nerlove, and Nathaniel Wollman, presented to the 
Secretary the list of nominees for the respective offices: 


For President-elect 


Fritz Machlup 
For Vice-Presidents For Executive Committee 
Nicholas Georgescu-Roegen Moses Abramovitz 
Alexander Gerschenkron : Neil H. Jacoby 
Charles J. Hitch Henry A. Latané 
William Arthur Lewis Robert H. Strotz 


Tho Committee on Elections, consisting of Frederick A, Ekeblad, Chairman, Millard F. 
Long, and Harold F, Williamson, prepared biographical sketches of the candidates and 
ballots were distributed early in November. The canvass of ballots was made on December 
19, 1964, and the results were fled with the Secretary. 


From the report of the Committee on Elections, I have the following information : 


Number of envelopes without names for identification .............. 164 
Number received too late ....... 0... cece cee eee te ee ee te ee cere 6 
Number of defective ballots 2.0.1.0... 0. cece cee eee ee cen e er en neteeee — 
Number of legal ballots ................05. AE EEE E 4,581 

Number of returns from the mail ballot .......assessseresssees 4,751 


On the basis of the canvass of the votes cast, I certify that the following persons have 
been duly elected to the respective offices: 

President-elect (for a term of one year) 
Fritz Machlup _ 

Vice-Presidents (for a term of one year) 
Charles J. Hitch 
William Arthur Lewis 

Members of the Executive Committee (for a term of three years) 
Moses Abramovitz 
Neil H. Jacoby 


Following the report of the Committee on Elections, President Joseph J. 
Spengler took over the chair and introduced Fritz Machlup, the new Presi- 
dent-elect. 

The President recognized James A. Morris, Chairman of the Committee on 
Resolutions, who presented the following resolution: 


Be it resolved that the Association expresses its deep appreciation and thanks to those 
who have participated in the planning, organizing, and conducting of the Seventy-seventh 
Annual Meeting. The Association is cularly indebted to its President, G. J. Stigler, 
for his fine conduct of his office and for the preparation of a Presidential Address of deep 
scholarship and great contemporary relevance; to its President-elect, J. J. Spengler for 
arranging an outstanding program centering on problems of basic importance to. the 
membership and to our society; to the Executive Committee for assisting in the task of 
planning and staffing the program; to the Committee on Local Arrangements for the fine 
performance: of its duties; and to the many participants in the program who have prepared 
and presented new ideas in economics for our enlightenment. 

James A. Morxts, Chairman 
Carvın B. Hoover 
i g GrraLD WARREN 
The meeting was adjourned at 2:45 p.m. 


Haroro F. WILLIAMSON, Secretary 


| 
| 
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- MINUTES OF THE EXECUTIVE COMMITTEE MEETINGS 


1. Minutes of the spring meeting held in New York City, March 6-7, 
1964: 


The second meeting of the 1964 Executive Committee was called to order at 9:50 a.m. 
at the New York Hilton Hotel, New York, New York, March 6, 1964. The following were 
present: G. J. Stigler, presiding, W. J. Baumol, E. D. Domar, J. G. Gurley, Gottfried 
Haberler, B. F. Haley, H. G. Johnson, E. S. Mason, J. J. Spengler, James Tobin, W. A. 
_ Wallis, and H. F. Williamson, Absent were: R, M. Solow and Robert Trifin. Present as 

members of the Nominating Committee were: A. B. Cohan, R. M. Cyert, G. A. Eliott, 
a Nerlove, and Nathaniel Wollman. Present as guests were: B. W, Lewis and Theodore 

organ. 

1. President's Remarks (G. J. Stigler). President Stigler outlined the items on the agenda 
to be covered at the meetings. 

2. Minutes. The minutes of the Executive Committee meetingi of December 26 and 29, 
1963, previously sent out to members were approved. 

3. Report of the Secretary (H. F. Williamson). 

Annual Meetings. The Secretary reported that plans were well under way for the 1964 
annual meeting at Chicago and that E. T. Baughman, Vice-President of the Federal Reserve 
Bank of Chicago, had agreed to serve as Chairman of the Committee on Local Arrange- 
ments. The hotel headquarters will be the Conrad Hilton. 

Attention was called to the fact that preliminary arrangements had been worked out 
for holding the 1970 annual meeting in Detroit. The Secretary was instructed to explore 
the possibility of holding the 1971 annual meeting either in Canada or New Orleans. 

Following a discussion of the alternatives, it was decided to start the two December, 
1964, Executive Committee meetings at 3:00 p.m. on December 27, with the expectation 
that the work of the Executive Committee would be completed before adjournment that 
evening. . 

Papers and Proceedings. It was announced that the plan was to print 18,500 copies of 
the 1964 Papers and Proceedings and that the total number of manuscript pages would 
be approximately 1,200. 

As a means of reducing the size of the Papers and Proceedings, the Secretary was 
instructed to ask committee chairmen and Association representatives to keep their reports 
to a minimum. 

Handbook. The Secretary reported that distribution of the Handbook to members had 
been completed and that efforts were being made to promote sales to subscribers and 
others. The question was raised concerning plans for the publication of the next edition. 
It was agreed that consideration should be given to the possibility of publishing a supple- 
ment within the next two years and that $8,000 per year out of current income should be 
set aside in a reserve fund for the publication of the next edition of the Handbook. 

Clearinghouse Project. The Secretary reported that approximately 2,500 completed 
questionnaires had been returned by the first week in March and that these were belng 
coded in order that requests could be filled more efficiently. A number of requests had 
already been received for suggestions of candidates for overseas positions, while a number 
of government agencies, foreign universities, and foundations had indicated their intention 
to use the Clearinghouse. 

In order to publicize the Clearinghouse, copies of our policy statement and procedures 
were mailed to over a hundred universities and research institutes In developing countries 
and some twenty-five foreign economic journals. Further attempts will be made to publi- 
cize the availability of the service offered by the Clearinghouse. 

NSF. Register. The Secretary reported that questionnaires would be mailed to members 
of the Association and others in the economics profession during the fourth week in 
March, at the same time that questionnaires were being mailed to members of other 
disciplines, The President announced that he would appoint a committee to draw up a 
report on the profession, based on the data available from the questionnaire. 

Staf Salaries. Upon the recommendation of the Secretary, it was VOTED to raise the 
annual salary of Miss Gertrude Tait by $600, effective as of March 1, 1964. 

4, Report of the Treasurer (H. F. Williamson). The Treasurer referred to the Treasurer's 
Report and the Report of the Auditor, which had not been available for the December 
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meeting of the Executive Committee. It was VOTED to accept the final report of the 
Treasurer and of the Auditor. ; 

It was recommended that the treasurer prepare an annual budget covering the operations 
of the Association for submission at the spring meeting of the Executive Committee. ; 

2 Report of the Managing Editor (J. G. Gurley). The suggestions of the Managing 
Editor for replacements on the Editorial Board were discussed and approved. The Editor 
reported that there was no pressing need at the present time for expanding the coverage 
of the A.E.R. but did request authorization to vary the size of particular issues. It was 
VOTED to grant this request. 

The Editor reported on negotiations with the Royal Economic Society for a two-volume 

-joint publication in Great Britain of the A.EZ.R. and Royal Economic Society survey 

articles. He noted particularly the suggestion that the American Economic Association 
join the Royal Economic Society in subsidizing a part of the publication costs in order 
to keep the price of the final publications low enough to make them available to students. 
Following a discussion, it was VOTED to authorize the Managing Editor to enter into 
an agreement with the Royal Economic Society to publish the survey articles with the 
understanding (1) that the amount of the subsidy provided by the American Economic 
Association should not be more than $1,120 and (2) that the United States price of the 
publications would be consistent with the publication price in Great Britain. 

6. Reports of Standing and Special Committees. 

Committee on Research and Publications (L. B. Kravis). No report. 

Committee on Surveys of Foreign Economic Research (G. H. Hildebrand). No report. 

Committee on Economic Education (B. W. Lewis). The Chairman, Pro Tem, reported 
that the members of his Committee (one member dissenting on proposals 1 and 2) 
recommended to the Executive Committee the adoption of the following proposals: 
(1) The acceptance and an early publication in the A.E.R. of the policy statement on 
the role of the Association in economic education as determined in a meeting of the 
Executive Committee on December 26, 1963. (2) The appointment by the new chairman 
of the reconstituted Committee on Economic Education of a part-time assistant to aid 
him in office work, correspondence, and in liaison with the Joint Council on Economic 
Education and other groups interested in economic education and that $2,000 be made 
available by the A.E.A. over the next twelve months for compensation for the assistant 
and for office expense. (3) The inclusion, for a trial period of five years, of one session 
on economic education in the program for the annual meeting, to be arranged by the 
Committee on Economic Education. Following a discussion, it was VOTED to accept the 
proposals made by the Committee on Economic Education, with the understanding that 


- arrangements for the public announcement of the policy statement on the role of the 


Association in economic education be worked out between G. L. Bach and Moe Frankel, 
of the Joint Council on Economic Education. It was agreed that the scheduling of a 
session on economic education at the annual meeting should be in addition to the fifteen 
regular sessions ordinarily scheduled. : : 

Committee on Honors and Awards (B. F. Haley). The Chairman reviewed his report 
submitted at the March, 1963, Executive Committee meeting, outlining the problem of 
according greater recognition to distinguished members of the profession, Following the 
discussion, the Chairman was instructed to explore further the possibility of establishing 
a category of honorary fellows. i 

‘Committee on the International Economic Association (H. S. Ellis). No report. 

Indez of Economic Journals (J. P. Miller). No report. f 
` Committee on the Screening of Foreign Graduate Students in Economics (Theodore 
Morgan). The Chairman presented the Committee’s revision of the November 30, 1963, 
draft of a proposal to improve the method of selection of foreign graduate students in 
-economics and agricultural economics, The proposal recommended by the Committee 
included: (1) the formation of a Consortium open to all economics departments in the 
United States universities offering graduate’ degrees in economics and agricultural eco- 
nomics; (2) the establishment of an information office on foreign schools and graduate 


` student applicants, to be operated under the general direction of the Secretary of the 


American Economic Association. The office, in cooperation with the members of the 
Consortium, would work out procedures for improving the selection of forelgn applicants 
to graduate schools in various ways, including the gathering of information on the quality 
of training offered by foreign universities, colleges, and other educational institutions, the 
preparation of an informational booklet on graduate training in the United States, to be 
distributed abroad, and the arranging on request of a member of the Consortium for 
interviews with foreign applicants, Following the discussion, it was VOTED to authorize 


` 
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the President to apply to the Ford Foundation for a grant to implement these proposals. 

Nominating Committee (Gottfried Haberler), The Executive and Nominating Committees 
met as an Electoral College to consider nominees for the office of President-elect for 1965. 
After discussion, the nominee was selected and his acceptance obtained. Nominations for 
the other offices were discussed. 

7. Reports of Representatives and Members of Advisory Committees, 

A.C.LS. (O. H. Taylor). The President read a report from O. H. Taylor on the annual 
meeting of the A.C.L.S. Because he was retiring from Harvard University at the end 
of this academic year, Professor Taylor asked that his resignation’as the representative to 
the Council be accepted. It was agreed that his resignation should be accepted and that 
the President should appoint a successor. : 

S.S.R.C. (G. H. Hildebrand). No report. 

NBER. (W. L. Thorp). No report. 

AAAS. (B. F. Hoselitz). No report. 

LEA. (B. F. Haley). Professor Haley reported that the I. E. A. had raised the annual 
dues of the member associations by 50 percent. He’ noted that the A.E.A., the Royal 
Economic Society, and the Association Francaise de Science Economique had i in the past 
paid double their assigned dues of $200 annually. Following a discussion, it was VOTED 
that the A.E.A. should continue to pay $400 annual dues to-the LE.A., unless the British 
and*French associations decided to double their current dues, in which case the AEA. 
would pay 50 percent more, which would be $600 annually. Professor Haley also outlined 
the financial problems facing the LE.A., noting that it appeared quite likely that the 
organization’s future activities might have to'be curtailed because of lack of funds. 

LLE. (B. H. Higgins). No report. 

Census Advisory Committee (Solomon Fabricant). No report. 

UNESCO (K. E. Boulding). No report. 

J.C.E.E. Special Publications Advisory Committee (G. L. Bach). No report. 

N.S.F. Board (O. H. Brownlee). No report. 

National Academy of Sciences-National Researck Council (Robert Dorfman). No report. 

8. Unfinished and Miscellaneous Business. . 

At the December, 1963, meeting of the Executive Committee, the Secretary was in- 
structed to consider whether the policy of rotating members adopted for the Census 
Advisory Committee should be applied to all standing committees. Following a discussion, 
it was VOTED that the policy should be applied to all committees; namely, that all 
members of standing committees may be reappointed at the discretion of the President; 
but that no one should be reappointed after. serving two consecutive terms until at least 
one year has elapsed, 

The Secretary-Treasurer noted that his present term expired on December 31, 1964. It 
was VOTED to extend his term of office for an additional three-year period, ending on 
December 31, 1967. 

In view of the extra work involved in the administration of the Clearinghouse, it was 
VOTED to increase the annual salary of the Secretary-Treasurer by $3,000, effective as 
of March 1, 1964. It was understood that the extra salary should be charged against the 
Clearinghouse Project and should terminate if this project is not renewed. Following 
a discussion of the advisability of establishing a committee to make an annual review of 
the salaries of the members of the administrative staff, it was VOTED to authorize the 
President to appoint such a committee, which would ‘include the retiring president, the 
president, and the president-elect. 

The Secretary called attention to the policy adopted by the Executive Committee in 
December, 1946, of granting complimentary memberships to all members of sixty-five , 
years of age or older who have retired from their professional activities, provided they ! 
have been members of the Association for twenty-five years or more, Following a dis- 
cussion, it was VOTED that the future policy of the Association should be to grant such 
members a complimentary membership but without the privilege of receiving the 
publications. 

Professor Spengler outlined his plans for the 1964 program. 

The meeting adjourned at 11:00 a.m., March 7, 


2. Minutes of the meeting held in Chicago, Illinois, December 27, 1964: 


The third meeting of the 1964 Executive Committee was called to order at 3:05 p.m. 
at the Conrad Hilton Hotel, G. J. Stigler presiding. Others present were: W, J. Baumol, 
E. D. Domar, G. J. Gurley, Gottfried Haberler, H. G. Johnson, R. M. Solow, J. J. 
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Spengler, James Tobin, W. A. Wallis, and H. F. Williamson. Absent were: B. F. Haley, 
E. S. Mason, and Robert Triffin. Present as guests were: G. L. Bach, J. W. Bell, Solomon 
Fabricant, C. J. Hitch, I. B. Kravis, W. A. Lewis, M. F. Long, Fritz Machlup, Simon 
Rottenberg, and Arthur Smithies. The meeting was adjourned at 11:10 p.m. 

1. President’s Remarks (G. J. Stigler). The President reviewed the order of the items 

on the agenda. 

' 2, Minutes. The minutes of the March 6-7, 1964, meeting were approved. 

3. Report of the Secretary (H. F. Williamson). The Secretary presented the schedule 
of future meetings, membership growth and composition, publication costs of the 1964 
Papers and Proceedings, requests to reprint, the use of the mailing list, and new activities 
of the Association—all more fully treated in the Secretary's Report as presented below. 
It was VOTED to approve and accept the Secretary’s report. 

It was VOTED to hold the annual meeting of the Association in New Orleans in 1971, , 
and it was VOTED to hold the spring meeting of the Executive Committee in New York 
City, March 12-13, 1965. 

4. Report of the Treasurer (H. F, Williamson). The Report of the Treasurer, published 
in full below, was summarized. Special attention was called to the fact that the net 
operating income for the fiscal year ending November. 30, 1964, was $60,102. It was 
VOTED to accept the report of the Treasurer. 

5. Report of the Auditor (H. F. Williamson). It was VOTED to accept the report of 
the auditor as printed below. The Secretary was instructed to express to David Himmel- 
blau & Co. the appreciation of the Executive Committee of their services. 

6. Report of the Finance Committee (J. W. Bell). J. W, Bell outlined the main features . 
of the report of the Finance Committee, published below. It was VOTED to accept the 
report and to reappoint the members of this Committee to serve during 1965. The 
Secretary was instructed to express to the members of the Committee the appreciation 
of the Executive Committee for their services. . 

7. Report of the Managing Editor (J. G. Gurley). The Managing Editor reviewed the 
report published below. He called special attention to the fact that the number of manu- 
scripts received during 1964 was considerably larger than the number received in 1963 
and that there had also been a substantial increase in the quality of the articles submitted. 
He presented his proposed budget for 1965, which was approved. It was VOTED to accept 
the report and to authorize the Managing Editor to increase the number of pages in 
each volume of the American Economic Review from approximately 1,200 pages of text 
to approximately 1,300 pages of text. : 

8. Reports of Standing and Special Committees. 

Committee on Research and Publications (I. B. Kravis). I. B. Kravis commented on 
his report, published below, reviewing the new volumes to be added to the “Reading 
Series” and the progress being made on the translations of the work of foreign economists, 
The Secretary noted that the publication of Volume VI of the Index of Economic Journals 
is scheduled for February, 1965. The Secretary was instructed to ask J. P. Miller if he 
would be willing to supervise the preparation of Volume VII of the Index of Economic 
Journals. It was VOTED to appoint G. J. Stigler and H. F. Williamson as an ad koc 
committee to make arrangements for the publication of the translation series. 

Journal of Economic Abstracts (Arthur Smithies). The Editor reviewed the results of 
the operation of the Journal of Economic Abstracts for 1964, calling attention to the 
fact that the operating loss for the year amounted to $10,215. He noted that as of 
December, 1964, the Journal had 6,000 paid-up subscribers. In order to break even on 
expenses at the subscription rate of $2.00, it would be necessary to double the present 
circulation of the Journal. Following a discussion, it was- VOTED to transfer the A.E.R. 
listing of periodical articles to the Journal of Economic Abstracts, and it was also VOTED 
to appoint Arthur Smithies, J. G. Gurley, and H. F. Williamson as a committee to present 
recommendations regarding future operations of the Journal at the Executive Committee 
meeting in March. 

Committee on Economic Education (G. L. Bach). The Chairman furnished a report, 
printed below. It was VOTED to accept the report. 

Committee on Honors and Awards (B. F. Haley). Fritz Machlup commented on the 
written report of the Committee published below. After discussion, it was VOTED to 
accept the following amendments to the bylaws of the Association, 

1. Bylaw 1, Membership, Paragraph 3 now reads: “Foreign economists of distinction, 
not exceeding twenty-five in number, may be elected honorary members of the Association,” 
It is proposed to amend this paragraph by adding: 

Past presidents of the Association and members who have been awarded the Walker 
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Medal shall be distinguished fellows. In addition, the Executive Committee may elect 
up to & total of twelve additional distinguished fellows, but not more than two in any 
one calendar year, from economists of high distinction in the United States or Canada. 

2. Candidates for distinguished fellowships shall be nominated by the Nominating 
Committee or the Executive Committee, and they shall be elected by the combined vote 
of the two committees. The Nominating Committee shall solicit and give due consideration 
to the recommendations of the Committee on Honors and Awards. 

3. The Nominating Committee should be free to make no nominations in any particu- 
lar year. However, it should not be limited as to the number of candidates it may nominate 
in any year. It should accompany each nomination with a supporting brief. 

4, Election to distinguished fellowship does not preclude election to any office of the 
Association. 

Committee on the N.S.F. Report on the Profession (N. A. Tolles). The Chairman 
outlined the types of information on the economics profession that would be available 
from the N.S.F. survey of scientific personnel. It was suggested that the Chairman report 
at the March meeting of the Executive Committee on the Committee’s plans for utilizing 
this material. 

Committee on the International Economic Association, The Secretary read a letter from 
B. F. Haley, suggesting the establishment of a standing committee to advise our repre- 
sentatives to the 1.E.A. Following a discussion, it was decided that such a committee 
was not needed at this time. 

Nominating Committee. J. J. Spengler announced that G. J. Stigler would serve as 
Chairman of the Nominating Committee for 1965. 

9. Reports of Representatives and Members of Advisory Committees. 

A.C.L.S. (Ralph Andreano). No report. 

S.S.R.C. (G. H. Hildebrand). No report. 

N.B.E.R. (W. L. Thorp). Report printed below. 

AAAS. (Bert Hoselitz). No report. 

I.B.A. (B. F. Haley). The report submitted by B. F. Haley is printed below. It was 
VOTED to increase the annual dues payment of the A.E.A. to the LE.A. from $400 to 
$600, beginning in 1964. 

IIE. Advisory and Policy Board Representatives (Benjamin Higgins). No report. 

Census Advisory Committee (Solomon Fabricant). It was VOTED to accept the report 
of the Chairman as published below. 

UNESCO (K. E. Boulding). The President announced the reappointment of K. E, 
Boulding as our representative to UNESCO, 

J.C.E.E. Special Advisory Board (G. L. Bach). See report of the Committee on Economic 
Education, printed below. 

N.S.F. Board (O. H. Brownlee). No report. 

National Research Council—National Academy of Sciences (Robert Dorfman). Report 
printed below. 

10. Unfinished and Miscellaneous Business. 

The Secretary reported on the attempts to get foundation support for A. W. Coats to 
complete the history of the Association during the summer months of 1965. Following 
discussion, it was VOTED to authorize the Secretary to pay up to $3,000 for this research. 
S te F. Long reported on the new Foreign Screening Project. The report is published 

elow. 

The President announced the reappointment of Abe Fortas as the Association’s Counsel 
for a three-year term. 

The Secretary reported on a request for joint subscription rates for foreign journals. . 
It was decided not to consider any such arrangements. 

J. J. Spengler announced that at the request of K. E. Boulding, he was appointing an 
advisory committee to our representative to UNESCO. 


REPORT OF THE SECRETARY FOR THE YEAR 1964 


Annual Meetings. The final report of the 1963 meeting in Boston indicated 
a total registration of 4,528, of which 2,651 were members of the American 
Economic Association. The net income from the meeting was $19;263.09. Of 
this amount, the Association received $10,633.92, based on the number who 
registered as members. ; 

The schedule for future annual meetings is: 1965, New York City, New 
York Hilton; 1966, San Francisco, San Francisco Hilton; 1967, Washington, 
D.C., Sheraton Park Hotel; 1968,.Chicago, Pick-Congress Hotel; 1969, New 
York City, New York Hilton Hotel; 1970, Detroit, Sheraton-Cadillac Hotel; . 
and 1971, New Orleans (hotel to be confirmed). 

Dr. Fred H. Klopstock, Manager of the research Department of the Fed- 
eral Reserve Bank of New York, will serve as Chairman of the Committee on 
Local Arrangements for the 1965 meeting in New York City. 

Membership. Exhibit I below shows that the total number of members and 
subscribers was 17,816 as of November 30, 1964, a net increase of 1,537 for’ 
the year. 

Advertising and Announcements. The number of advertising pages in the 
American Economic Review for 1964 was 162 paid and 54 exchange pages 
compared with 15514 and 56 pages in 1963. The “Vacancies and Applica- 
tions” announcements totaled 33 pages for 1964 compared to 30 for 1963. 

Papers and Proceedings. A comparison of the size and cost of the Papers 
and Proceedings for the period 1957-64 is made in Exhibit II below. 

Permissions to Reprint and Translate. The number of permissions to quote 
from, reprint, or translate articles from the Review and the Papers and Pro- 
ceedings totaled 201 for 1964 compared to 192 for 1963. Under the policy 
adopted by the Executive Committee at the March, 1962, meeting, permission 
to reprint or translate is granted only after the consent of the author has been 
obtained by the editor or publisher. 

Use of Mailing List. Requests for the use of the mailing list continue to 
come largely from publishers of books and periodicals and from corporatioris 
wishing to send out reports or reprints of speeches. The sale of the mailing 
list continues to be an important source of income for the Association. 

Group Flights. For the first time, group flights originating in five major 
cities and open to members of any of the Allied Social Science Associations 
were scheduled for the 1964 annual meetings in Chicago. Less than the re- 
quired minimum number of twenty-five individuals signed up for the flight 
originating in Los Angeles, but the number participating in flights from the 
other four cities were: New York, 53; Boston, 35; Washington, D.C., 45; 
and San Francisco, 45. Since the cost of the group flights is approximately 20 
percent less than regular tourist or economy round trip fares, it would appear 
that we should continue to offer this service to our members. 


1These figures were incorrectly reported for the Pittsburgh meeting in the 1963 report. 
They should have been 3,853 and 2,421, respectively. 
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Association Archives. The project to organize the historical records of the 
American Economic Association has been completed. The material retained, 
which fills about twenty-five standard file drawers, is segregated by subject 
matter for each year for the period 1885-1959. In addition to various reports, 
and memoranda not published in the Papers and Proceedings, the material 
includes the correspondence of officers, members of the executive committees, 
and others active in the affairs of the Association. 

We are now organizing the editorial records of the American Economic Re- 
view, covering the period 1912-45. At present, it appears that we will end up 
with about eight file drawers of editorial correspondence, which will be a val- 
uable addition to the records of the A.E.A. 

We expect the archives to be of interest to scholars working in the areas of 
intellectual and social history and are prepared to provide them with space 
and facilities for research. 

Asia Foundation Grant. The Asia Foundation has given an additional sum 
of $2,500 to enable the Association to continue assistance to Asian students. 

Clearinghouse Project. Since November, 1963, the A.E.A. Clearinghouse 
has received over 2,700 questionnaires from members of the economics 
profession indicating their availability and interest in serving overseas as con- 
sultants, researchers, or teachers. The range of professional qualifications of 
the respondents is most impressive, and during the past year, we have sent 
out approximately 1,000 copies of questionnaires of individuals qualified for 
the more than 90 specific positions for which we were asked to suggest candi- 
dates. 

Thus far the great majority of requests have come from various agencies of 
the U.S. government and from individuals or institutions with contracts to 
staff overseas economics departments or research institutions. We anticipate 
an increase in the number of requests directly from overseas educational and 
research institutions as information about the service becomes more wide- 
spread. 

Total expenditures on the Clearinghouse during the fifteen-month period 
September 1, 1963-November 30, 1964, amounted to $13,939, while income 
from operations was $690.10. Thus of the original grant of $35,000.00, we 
have a balance of $22,220.51 to cover operations through the remainder of 
the term of the grant, which ends August 31, 1966. 

Our policy to date has been to provide our services to nonprofit organiza- 
tions without charge. We expect that by the end of 1965 our services will be 
well enough established to charge all prospective employers a fee for each po- 
sition for which they ask us to suggest candidates. We hope that income from 
such fees, plus sustaining funds from some agencies, will be sufficient to cover 
the future costs of operations. Judging from the enthusiastic reaction from 
the prospective employers with whom we have dealt, it seems clear that there . 
is a definite need and desire for the type of services provided by the Clearing- 
house. 
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Standing Committees 


Census ADVISORY COMMITTEE Gardner Ackley (1964) 
Solomon Fabricant, Chairman Kenneth J. Arrow (1964) 
(1967) Fritz Machlup (1964) 
John P. Lewis (1964) Earl J. Hamilton (1966) 
Frank E. Morris (1964) Martin Bronfenbrenner (1966) 


Gottfried Haberler (1965) 


Bert G. Hickman (1965) COMMITTEE ON RESEARCH AND 


Lorman C. Trueblood (1965) PORE ONEY 

Donald J. Daly (1966) Irving B. Kravis, Chairman (1966) 
Lawrence R. Klein (1966) Karl A. Fox (1964) 

Beryl W. Sprinkel (1966) ` Harry Johnson (1964) 

Geoffrey H. Moore (1967) Franco Modigliani (1965) 

John Lintner (1967) . W. L. Thorp (1965) - 

H. Gregg Lewis (1967) G. H. Hildebrand (1966) 

Arthur Okun (1967) Bert F. Hoselitz (1966) 7 


Daniel Creamer (1967) INSTITUTE OF INTERNATIONAL EDU- 


COMMITTEE ON ADMINISTRATIVE CATION, ADVISORY AND PoLIcY 


STAFF SALARIES Boarp REPRESENTATIVES 
George J. Stigler, Chairman Benjamin Higgins, Chairman 
Joseph J. Spengler _ (1966) f 
Fritz Machlup Simon Rottenberg, Acting Chair- 
: man (1967) 
COMMITTEE ON ECONOMIC EDUCATION Andrew Kamarck (1965) 
G. L. Bach, Chairman (1967) John Sheahan (1965) 
R. A. Gordon (1965) Anthony Tang (1966) 
Ben W. Lewis (1965) Raymond Mikesell (1967) ! 
Marshall R. Colberg (1967) Henry Rosovsky (1967) 
Rendigs Fels (1967) 
Emanuel T, Weiler (1967) Ma SPECIAL ADVISORY COMMIT- 


COMMITTEE ON Honors AND AWARDS Ben W. Lewis (1965) 


Bernard F. Haley, Chairman G. L. Bach (1966) 
(1966) Rendig Fels (1966) 


Committees Appointed During the Year 


CoMMITTEE ON ELECTIONS COMMITTEE oN THE N.S.F. REPORT 
Frederick A. Ekeblad, Chairman ON THE PROFESSION 
Millard F. Long N. Arnold Tolles, Chairman 
Harold F. Williamson, Ex Officio Alice Hanson Jones . 
Ewan Clague 


COMMITTEE ON SCREENING oF For- 
COMMITTEE ON THE I.E.A. EIGN STUDENTS 


Gottfried Haberler Theodore Morgan, Chairman 


` 
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Benjamin Higgins Harold F. Williamson 
Charles Dean N c 
Simon Rottenberg PRENATAN E ; 
Harold F. Williamson Gottfried Haberler, Chairman 
Avery B. Cohan 
FINANCE COMMITTEE Richard M. Cyert 
C. Wells Farnham, Chairman G. A. Elliott 
Corliss D. Anderson Marc Nerlove 
James Washington Bell - Nathaniel Wollman 
Council and Other Representatives 
A.A.A.S. Henry M. Oliver (1966) 
Bert Hoselitz (1965) Lionel McKenzie (1967) 
ACLS. NATIONAL SCIENCE FOUNDATION 
Ralph L. Andreano (1966) O. H. Brownlee 
LEA. 
Bernard F. Haley (1965) S.S.R.C. 
Robert M. Solow (1968) Karl A. Fox (1964) 
NBER. Franco Modigliani (1965) 


. G. H. Hildebrand (1966 

Willard L. Thorp (1965) brand (1266) 

NATIONAL RESEARCH Counc, NA- U.S. NATIONAL COMMISSION FOR- 
TIONAL ACADEMY OF SCIENCES UNESCO 


Robert Dorfman (1965) Kenneth E. Boulding 


Representatives of the Association on Various Occasions 
University or New Mexico SEvENTY-FIFTH ANNIVERSARY CONVOCATION 
Philip G. Hudson 
UNIVERSITY OF DENVER CENTENNIAL CONVOCATION 
Carl McGuire 
Lovora Universtry, Los ANGELES, GOLDEN ANNIVERSARY 
Dudley Pegrum 
Brown Universrry BICENTENNIAL ACADEMIC CONVOCATION 
Chelcie C. Bosland 
CALDWELL COLLEGE FOR WOMEN SILVER JUBILEE 
Donald Grunewald 


INAUGURATIONS 

Ralph Candler John, Simpson College 
W. E. Alley 

Lawrence Curtis Wanlass, College of the Virgin Islands 
Luz M. Torruellas 

H. LaMarr Rice, Lincoln Memorial University 
Kenneth C. Spaulding 

Perry Fridy Kendig, Roanoke College 
William A. Sandridge 


592 AMERICAN ECONOMIC ASSOCIATION 


John Wieland Oswald, University of Kentucky 
J. Fred Holly 

William Harwood Hinton, Houston Baptist College 
John P. Owen 

Wiliam Walsh Hagerty, Drexel Institute of Technology 
Willis J. Winn 

Howard Mitchell Phillips, Birmingham-Southern College 
R. M. Havens 

Alan Simpson, Vassar College 
Henry H. Villard 

Karl William Meyer, Wisconsin State University, Superior 
„Richard O. Sielaff . 

Gordon E. Hermanson, Davis and Elkins College 
Thomas C. Campbell i 

Albert Bowker, New York Cities Universities 
Carl Shoup 

Earnest S. Brandenburg, Drury College 
Robert S. Hardie 

William L. Reilly, Le Moyne College 
M. A. Eggers 

John Walter Bachman, Wartburg College 
J. Bruno Tulasiewicz 

Joseph Anthony Sellinger, Loyola College, Baltimore 
Carl Christ 

Kenneth Rast Williams, Florida Atlantic University 
James C. Vadakin 

Robert Harry Spiro, Jacksonville University 
Ralph H. Blodgett 

James Henry McCrocklin, Southwest Texas State College 
Carey C. Thompson 

Jobn Frederick Olson, Oklahoma City University 
Jim E. Reese 
David Ross Boyd 

Gerard John Campbell, Georgetown University 
John J. Hooker 

Howard R. Bowen, University of Iowa 
Karl A. Fox 

University of Utah 
Willard Bingham Doxey 

Respectfully submitted, 
Harop F. WILLIAMSON, Secretary 
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EXHIBIT I 
MEMBERS AND SUBSCRIBERS 





Totals 
11/30/63 





* Includes 23 who do not receive publications. 


EXHIBIT II 
PUBLICATION Costs 


PAPERS AND PROCEEDINGS 





* This is the year of publication and pertains to the meeting of the preceding year. 


REPORT OF THE TREASURER FOR THE YEAR 
ENDING NOVEMBER 30, 1964 


The comparative results of the operation of the Association for 1963 and 
1964 are shown in Table 1. Except for receipts from republication, an in- 
crease in returns from all other sources during 1964 brought the total income 
for the year to almost $221,000, approximately $41,500 above total income 
for 1963. Largely because the major portion of the cost of the 1964 Hand- 
book was charged off in 1963, total expenses for 1964 were just under $161,- 
000, some $18,700 below total expenses for 1963. The result was a net oper- 
ating income for 1964 of $60,102, compared to a net loss for 1963 of $108. 

The comparative financial status of the Association for 1963 and 1964 is 
shown in Table 2. After taking into account deductions from the surplus to 
cover the cost of Volume VI of the Index of Economic Journals and appropri- 
ations set aside for the Committee on Economic Education and a future edi- 
tion of the Handbook, the Association’s unappropriated surplus for 1964 of 
$206,397 was approximately $44,400 larger than at the end of 1963. 

Tables 3 and 4 give summaries of the investment portfolios and returns on 
investment for the years 1945-64. An alphabetical list of the Association’ sS s€- 
curity holdings for 1964 is shown in Table 5. 

The prospects for a favorable net operating income are encouraging for 
1965, despite the possibility of somewhat higher printing costs and adminis- 
trative expenses as the size of the Association continues to increase. The only 
major extraordinary expenditure under consideration for 1965 would involve 
the preparation of Volume VII of the Index of Economic Journals. At the 
same time, it seems reasonable to assume that the Association’s normal 
sources of income will continue to expand at a moderate rate. 

Respectfully submitted, 
Harop F. WILLIAMSON, Treasurer 
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- TABLE 1 
COMPARATIVE RESULTS OF OPERATIONS, 1963 AND 1964 








11/30/63 11/30/64 








Income l 
Membership dues....... E Gon Bo bear we $ 84,839 $ 94,477 
Subscriptions. 2.0.0.0... ccc c cece e cece eee e eee ae 35,260 38,955 
SaleS 2c ecicc ein sunt Wend o Seas E wes cee oe 3,850 5,315 
Advertising... o... bee Sree ae das 23,653 43,473 
Republications income................ec scence eens 12,574 397 
Handbooks. seses ccc ccc cece ene nent EESE ea — 7,244 
Sale of mailing list... nson 00.0. cece nee cenceeecees 5,165 7,283 
Sundry income........... ne a es E i 945 1,034 
Dues and publications income..............-.-065 . $166,286 $198,178 
Tniteresty 20025 wwia nies ewateeas ea N ede biel. $ 6,088 $ 6,594 
Dividends. s enie icici ovina ay uals vee ers REIGAN EEE 5,041 6,364 
Less custodian fees........ EEE garde 332* 357* 
Profit on sales of securities (net).............020000% 2,349 10,216 
Investment income (less fees)............2..00008 $ 13,146 $ 22,817 
Total income. seiaecscsavesn scarce baedeanteed $179,432 $220,995 
Expenses 
Office salaries... ecri ere reodere ciinii e iaa $ 31,325 $ 37,333 
Accounting service (IBM agency)..........00eeeeee 6,570 — 
Other administrative expenses......... 00.0 0e cece ees 13,274 16,106. 
Annual meeting... 0... 00. e cece cece cece eect eee eees 5,626* 8,631* 
Executive Committee. 0.0.0.0... ccc cece eee eee 2,645 1,870 
Other committee expenses. ....... 0.02. cece eee eee 876 1,133 
Administrative and operating expenses............ $ 49,064 $ 47,811 
Review printing..... 0... ccc e cess cece eee cen eneaee $ 49,941 $ 53,735 
Papers and Proceedings printing...............0006- 23,440 23,362 
Handbook printing.......... cece cece ee eee e eee eee 36,529 12,097 
Editorial office (Review): 
Contributors... 0... eee cee cee ee eee ence 1,963 1,580 
Editorial and clerical salaries : 17,053 20,023 
Other expenses (net)......... bi 1,551 2,285 
Publications oprac ices cecetsaesd eee ei $130,477 $113,082 
Total expenses...... 0.0... cece cere eee e cece eee $179,541 $160, 893 
Net operating income or ]oss...........e0.0 2s eee eee $ 109* $ 60,102 





te 


* Denotes red. 
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TABLE 2 
COMPARATIVE FINANCIAL CONDITION, 1963 AnD 1964 









11/30/63 11/30/64 


Assets 


Cash on deposit and on hand... ... cc ccc eee e eee ee 
Receivables met) orson ieri aerer eti ennnen 
Prepaid expenses and inventorie8.......... 000s ceeeeeee 
Furniture and fixtures (net).........0..cceeeaceeeveeees 
Investments at cost: 





$117,505 
19,992 
2,794 . 
3/709 


149,198 
131,247 


$424,445 


$ 94,958 
13,919 
841 
6,417 


90,227 
119,524 


$325,886 












$ 15,767 
18,004 
32 


$ 14,274 





Accounts payable.........6. sce cece eee cere neces meee 
Deferred income... :i......sessesoeeroriorcessosesesoss 





Committee on Economic Education..............2000005 
Reserve for Handbook supplement.............0.0000e 0 
Outside grants: : 
Clearinghouse for economists (Ford)..............006- 
National register (N.S.F.)... 2... ccc eee eee eens 
Register of economists (Ford)........-. ccs ence eee 
Economic abstracts (Ford)... 2.0... cc ccc eee eee eeeee 
Foreign economic research translations (Ford).......... 
Foreign economic surveys (Ford)...........0ceeereeee 
Survey articles (Rockefeller). ......5.... cc cece cece ee 
Travel grant (Carnegie).............. . 
Asia Foundation grant............... 
Foreign student screening project (Ford). 
Agricultural Development Council, Inc.. 


ey 










Surplus 


Balance at beginning of period................sseeeeees 
Expenditures in excess of grant, Index of Economic Journals 
Contribution for publication of Jaffe’s Life of L. Walras.... 
Cancellation of appropriation for Committee on Professional 

Standards and Ethics PEE E RIE hele EA EETA N 
Appropriation for Handbook supplement...............5. 
Appropriation for Committee on Economic Education..... 
Life memberships written off less reinstatements.......... 
Net income or loss for period......... ccc eeeeeeeeeeeees 


$206,397 
$424,445 






Unappropriated surplus. ........ 0. - esse eee een ence nee 
Total footings...... 0... cece eee eee e ere eens eeees 


* Denotes red. 


REPORT OF THE TREASURER 597 


TABLE 3 
INVESTMENT PORTFOLIO 








YEAR Stocks and 
Bonds Bonds 
1945 ,000 $ 36,705 $103,574 
1948 33,108.. 84,841 
1950 33,108 104,177 
1951 43,340 117,316 
1952 42,312 130,836 
1953 68,308 134,562 
1954 61,518 132,280 
1955 75,370 166,772 
1956 75,370 168,337 
1957 75,370 151,638 
1958 75,370 175,609 
1959 75,386 191,506 
1959* 175,616 291,506 
1960* 160, 508 299, 768 
1961* 169,794 356,131 
1962* 125,367 293,039 
1963* 90,367 284,160 
1964* 149,198 131,249 280,447 371,556 


* Includes bonds held in temporary operating fund. - 


TABLE 4 
RETURN on INVESTMENTS 


Rate of Return 









on Cost 
1945 $1,479 $2,488 $3,968 4.71% 
1948 "1,194 2,944 4,139 5.06 
1950 1,117 3,860 4,977 5.85 
1951 1,026 4,607 5,633 6.05 
1952 1,117 3,681 4,799 4.75 
1953 1,435 3,587 5,022 4.36 
1954 1,621 2,961 4,582 4.58 
1955 1,750 3,002 4,752 3.53 
1956 1,770 3,336 5,106 3.76 ` 
1957 1,770 3,397 5,167 3.90 
1958 1,770 3,182 4,952 3.46 
1959* 2,518 3,231 5,749 3.90 
1959 3,894 3,231 7,125 2.90 
1960 6,693 3,772 10,465 4.09 
1961 5,460 4,143 9,603 3.44 
1962 4,838 4,489 9,327 3.85 
1963 3,320 5,041 8,361 3.98 
1964 3,341 6,364 9,705 3.46 





* Does not include income from bonds held in temporary operating fund. 
ii Includes income from bonds held in temporary operating fund. 
Does not include interest on savings account. 


598 








AMERICAN ECONOMIC ASSOCIATION 












TABLE 5 
Last or SECURITIES HELD BY THE ASSOCIATION 
Stocks 

Approximate 

Issue Market Value 
11/30/64 
Abbott Laboratories............. EERI PE $ 12,900 
Bayer A. Gi... se cess sees ee eee faerie PA 7,300 
Central and South West Corp..........5...04. 15,000 
Continental Minois National Bank and Trust Co. 8,600 
Deere and Co... 0... cesses . 8,800 
DISKEV soso. oso Seek ds ieee A aginaiele Pate seats 9,000 
Gulf Oi Corp... ee scence ee ee 12,200 
Houston Lighting and Power Co 10,200 
Inland Container Corp......... 5,100 
International Business Machines Corp. 15,656 
International Nickel Co. of Canada ,600 


Marsh and McLennan..... 8 
McIntyre Porcupine Mines. ...............0.. 
Montgomery Ward and Co................00. 
Motorolie saar Sees ses vain bes ced ney nodes 




















Olin Mathieson Chemical Corp................ 
Peoples Gas Light and Coke Co............... 
Rex Chain Belt Co..... ccc eee cece e eee 
Royal Dutch Petroleum...............00.000- 
Siemens and Halske....... RA NETE oboe 
Standard Oil Co. (Ind.). 0.0.0.2... ese eee es 
a RIE ERS, net 
Bank-American Trust Company... 
th Radio CORD savaa n a arie Pe aaa 
$131,249 
Approximate 
Bonds , Cost Market Value 
11/30/64 
U.S. Treas. Bonds, 34%, due 11/15/71......... $ 19,951 
U.S. Treas. Notes, 4 D, due 11/15/65.......... 5,000 3 
U.S. Treas. Bonds, 34%, due 5/15/66.......... 50,000 50,000 
U.S. Treas, Bonds, 2 wa due 12/15/72-07...... 14,456 13,350 
USS. Treas. Bills, 3/22/65....-s.c0eceee ssc, 50° 791 60,000 
BONOBsirstessccthesdilesaus sidsceGeerack anes. $149,198 $147,950 
(A PTE AE T E 131,249 | 223,606 
Total aerea ad haa ies $371,556 








REPORT OF THE FINANCE COMMITTEE 


December 22, 1964 
Executive Committee 


American Economic Association 
. Evanston, Illinois 


GENTLEMEN: 


The accompanying tables show the list of securities held by the Association 
at the end of the fiscal year, November 30, 1964, and the changes made dur- 
ing that year. Table 1 gives a classified list of the stocks and the bonds ac- 
cording to maturity and records the cost and approximate market values on 
November 30, 1964. The securities account of the Association does not in- 
clude “temporary operating funds” which are deposited in a savings account 
and approximated $27,000 at the end of the last fiscal year. 

The total market value of the securities account as of November 30, 1964, 
was $421,056. This compares with $334,160 at the end of the previous year. 
However, it should be noted that during the last fiscal year $60,000 was 
transferred from temporary operating funds to the investment account and 
that only about $27,000 of the increase in value was due to appreciation. 

It has been the practice of the Association to set aside a portion of its re- 
sources consisting of grants made for specific purposes subject to early with- 
drawal to finance projects under way. These resources have been invested in 
U. S. Treasury securities or held in savings accounts. The transfer of $60,000 
to the securities account during the past fiscal year wili Jeave approximately 
$27,000 in the “temporary operating fund,” which under present conditions 
seems adequate. 

You will note from Table 2 that again few changes were made in the secu- 
rities account during the year. The Finance Committee remains mildly optim- 
istic as to the trend of general business and corporate profits and believes 
that the federal government will make great efforts to prevent or postpone ` 
any significant business recession. Therefore, the Committee believes that a 
fairly aggressive investment position is still desirable in spite of the high level 
of the stock market and long duration of the present period of business ex- 
pansion. 

Respectfully submitted, 

C. WELLS FARNEAM, Chairman 
Cortiss D. ANDERSON 

James WASHINGTON BELL 
Harord F. WILLIAMSON 
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TABLE 1 
INVENTORY AND APPRAISAL OF SECURITIES AND CASH A8 OF NOVEMBER 30, 1964 



















Par or Shares Market Value 








Cash Equivalent 

Savings Deposit 4%. ....... cece eee eee $50,000 $ 50,000 

U. S. Treas. Bills 3/22 Ka ee 60,000 60,000 

U.S. Treas. 33 y 11/15/65...... 0 cece ee 5,000 5,000 

U.S. Treas. 34% 5/15/66.........0.00 eee 50,000 49,500 
$165,000 $164,500 

Bonds S 

U.S. Treas. 3 IAS o Raan $20,000 20,000 19,600 

U.S. Treas. 24 12/15/72-67..... Sigma he 15,000 15, 275 13,350 
$ 35,275 $ 32,950 

TOTAL Frxep-Income SECURITIES:..... $197,450 
' Common STOCKS 

Utilities 

Central & South West... ....sessssesses 300 15,000 

Houston Lighting & Power.............. 200 

Peoples Gas... 2.0... cece eee ee eee eees 275 

Financial 

Continental Nlinois National Bank....... 200 

Wells Fargo Bank........... cece cece ees 175 

Marsh & McLennan..........ceee enone 100 

Merchandising 

Montgomery Ward..............eee eee 150 

Paper and Textiles 

Inland Container..............e secu 100 

Machinery and Construction 

Deere & Company...... ccc. c ccc e eee eens 200 

Rex Chainbelt............ 20. c eee cece 150 

Mining and Metals 

International Nickel................005- 100 

McIntyre Porcupine Mines.............. 100 

Oil ond Gas 

Gulf OM erat aie ee ena edie es 200 

Royal Dutch Petroleum..............08. 200 

Standard Oil of Indiana..............005 200 

Chemicals and Drugs 

Abbott Laboratories. .............22.00 300 

Olin Mathieson.................000000. 200 

Electrica} Products... 00.0 e see e cece eee eee 

Motorola sel a ee AANE E E E eee 100 
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TABLE 1 (continued) 





Cost Market Value 





Office ipm 
At cag Business Machines 9,300 15,656 
P Eai EE E EEE TE 5,305 4) 700 
i $ 20,356 

Miscellaneous 
Walt Disney Productions...............- 8,255 9,000 
Foreign 
Bayer, A. Gries ccc cece sce ccscenececese 6,820 
Siemens & Halske.......2..... ceca cease 5,520 
Swedish Ball Bearing. ..............000 9,023 

TOTAL COMMON SOTCEB..........00005 $131,243 

TOTAL SECUBITIES.......:0.00ceseeeee $331,518 


TEMPORARY OPERATING Fonp 








602 AMERICAN ECONOMIC ASSOCIATION 


TABLE 2 


SUMMARY OF SECURITIES PURCHASED AND SOLD 
YEAR ENDED NOVEMBER 30, 1964 









Stocks 





Shares 

Sales: 

American Potash & Chemical... 150 

Houston Lighting & Power..... 100 

Socony Mobil Oil Co........... 150 

Wells Fargo Bank............. 5 

$10,216.03 

Purchases: 

Walt Disney Productions....... 200 

Royal Dutch Petroleum........ 200 

Xerox Corp... cece cee eeeeeeaee 50 

LBM. Corp... ce cece cece eens 4 

Wells Fargo Bank............. 5 

Bonds 
Par Value 

Sales: 


U.S. Treas. Notes, ee , 10/1/64. $ 8,000.00 
U.S. Treas. Notes, 32%, 5/15/64. 5,000.00 


US. Treas. Notes, 17 11/15/65. $ 5,000.00 
U.S. Treas. Bonds, 2§%, 

12/15/72-67.. 00.0... cee eee 8,000.00 
U.S. Treas. Bills, 12/3/64...... 60,000.00 





7,180.00 |- 
59,790.95 


$71,970.95 





* Denotes red, 


REPORT OF THE AUDITOR 


December 18, 1964 
Executive Committee 


American Economic Association 
Evanston, Illinois 


DEARS Sigs: 


In accordance with instructions, we have examined the accounts and relat- 
ed records of the American Economic Association for the year ended Novem- 
ber-30, 1964, and now submit our report thereon together with the following 
exhibits: 


Particulars : Exhibit 
Statement of Financial Position— 
November 30, 1964 ..... ccc cece cece eee cece eens wee cl 
Year Ended November 30, 1964— 
Statement of Income and Expense ...........-..500 cece 2 
Statement of Special Funds ............. 0c cece eee eeee 3 


Results from Operations 


Net income for the year ended November 30, 1964, was $44,402 compared 
with net loss of $7,645 for the year ended November 30, 1963, as shown in 
the following summary: 









































Year Ended November 30, Increase 
Particulars 1964 1963 Decrease 
Income 
Diebe sis dees radne ees $ 94,477 $ 84,839 $ 9,638 
Interest and dividends (net)........ 12,601 10,797 1,804 
Profit on sale of securities (net)...... 10,216 2,349. 7,867 
Miscellaneous income............. 1,034 945 
Total income... aoo... $118,328 $ 98,930 $19,398 
Publications. o.u... $113,082 $130,477 $17,395" 
Less—Publication income......... 95,385 , 75,337 20,048 
Net publication expense......... $ 17,697 $ 55,140 $37 ,443* 
a and other operating 
RAMEN 6 AR 40,529 43,899 3,370* 
Appropeiations, etc. (met).......... 15,700 7,536 8,164 
Total expense... n.. sonnn $ 73,926 $106,575 $32, 649* 
Net income or Joss.............. $ 44,402 $ 7,645* $52,047 





* Denotes red. 


Interest on bonds owned was accounted for in accordance with stated 
rates; dividends received on stocks were compared with amounts reported in 
published records, as dividends paid. 

Net publication expense, as shown in the following summary, amounted to 
$17,697 for the current year compared with $55,140 for the preceding year: 


603 


604 AMERICAN ECONOMIC ASSOCIATION 
Year Ended November 30, 














Particulars 1964 1963 
ges: 

rinting of— 

REVIEW. ois A Poe SUNS OER Le ESTEE $ 53,735 $ 49,941 

Directory and Handbook... 1.1.0.6. seve ee eeee 12,097 36,529 

Proceedings ios, ores da 88 Gov aie eae EAA es 23 ,362 23,440 
Editor’s honorarium... ......ssssscssesreesee 8,000 8,000 
Payments to contributors. ......ssesasseresres 1,580 1,963 
Editorial clerical salaries..............00.000- 12,023 9,053 
Editorial supplies and expense................ 2,285 1,551 

Total expenses.......... cece cece eee neces $113 ,082 $130,477 

Less—Income: A 

Subscriptions, other than members E ea eae $ 38,955 $ 35,260 
Sales of Copied... ...cce sce osaks TN NE 5,315 3,850 
Advertising.....--s..sscsecceuccscevecsesees 43473 23/653 
Republications and reprints..........-.--..06 398 : 12,574 
Handbooks viiiiss-ccisina along deeds mma ARAA 7,244 — 

Total Domes a neea DEERE EA $ 95,385 $ 75,337 

Net publication expense.. ... u... ccecce $ 17,697 $ 55,140 








Charges for the cost of printing the December, 1964, issue of the Review 
and reprints had not been made by the publishers at the time of our examina- 
tion. The publishers estimate the cost of the Review printings and reprints at 
$12,850; this amount is included in the expenses for the year. 


Financial Position 
Financial position of the Association at November 30, 1964, and 1963 is 
set forth in the following summary: 




















a November 30 Increase 
Assets 1964 1963 Decrease 
Cash on deposit and on hand........ $117,505 $ 94,957 $22,548 
Receivables (net)............. ee eee 19,992 13,919 6,073 
Prepaid expenses. .........0. eee eee 2,794 841 1,953 
Equipment, furtniture and fixtures (net) 3,709 6,417 2,708* 
Investments at cost— 
Bands ccsor son owes hes 149, 198 90,227 58,971 
A A O 131,247 119,525 11,722 
$424,445 $325,886 $98,559 
Liabilities, Funds and Surplus 
Accounts payable...........+.-+2055 $ 14,274 $ 15,767 $ 1,493" 
Deferred income... o i.. 19,748 18,004 17744 
eE ctues eb ouc an easinctonn ees 158,626 106,520 ` 52,106 
Life membershi hip? A E EEE 25,400 23,600 1,800 
Unappropriated surplus— 
Balance at beginning of year....... 161,995 169,640 7,645* 
Net income or loss for year........ 44,402 7, 645* 52,047 
$424,445 $325,886 $98,559 





* Denotes red. 
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Cash on deposit was satisfactorily reconciled with balances confirmed di- 
rectly to us by the depositories. 

The receivables of the Association were not confirmed by correspondence 
with debtors. Based upon the Association’s past experience the reserve for 
doubtful accounts appears to be adequate to cover normal losses. 

Changes in the investment account were verified by the examination of 
brokers invoices and other supporting data. Securities held at November 30, 
1964, were confirmed directly to us by the State Bank and Trust Company of 
Evanston, Illinois, custodian for the Association and by Blunt, Ellis & Sim- 
mons, stock broker. 


Funds 
The receipts and expenditures during the year for the various funds and 
grants are detailed in Exhibit 3. Total funds available for specific projects in- 
creased to $158,626.45 at November 30, 1964. 
We express our appreciation for the courtesies and cooperation extended 
our representatives during the course of the examination. 
Very truly yours, 
Davip HIMMELBLAU & Co. 
Certified Public Accountants 


AMERICAN ECONOMIC ASSOCIATION 
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EXHIBIT 2 


AMERICAN ECONOMIC ASSOCIATION 
STATEMENT OF INCOME AND EXPENSE 
FOR THE YEAR ENDED Novaszr 30, 1964 


Particulars 
Incomr: 
Dues— 


Regular, junior and family members........ 


Subscribing arid contributing members 
Investments— 


Interest on bonds and savings account...... 
Dividends. nisreen rerea aE vere 


Less custodian fees... 2.0... ccc cece eee eee 


Total income...........0 cece cece eee 


renee d oth 
strative and other expense— 
RA 8 SAlATY. asenn eee eee eee eee eee 


Aiea service income less expense....... 
Office ine rentals..........00¢-.. eee eee 
Postage... 6... sce sseeeee ence nese cseeenes 


Beonitive committee expense.......... STT 
Other committee expense...........-0-0.065 
Annual meeting income less expense......... 
Annuity payments.................ee eee 
Social security taxeS........ cece eee eee e eee 
Provision for depreciation, ..........0620008 
Telephone and telegraph. ..........-....-.5 
International Economic Association.......... 
Office supplies. s.s. sau secs cece ee ee eee e ees 

eous expense (net).............2005 


Publication expense— 
Printing of — 
REVUE ono ice Gin gales Sob EESE TATT 
Directory and Handbook... .........0 0 econ 
Proceedings soe cccsecsivcsecdcecvanes oats 
Editorial honorarium, .........-.0ee- eee 
Payments to contributors...........-...-0-- 
Editorial clerical salaries.............. ews 


Less—Publication income: 
Subscriptions other than members $38,954.94 
Sales of copies... .......-..... 5,315.39 
Advertising..............0.005 
Handbooks.........+- 0000005. 
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Amount 
S AEEA $84,483.97 
9,993.00 $ 94,476.97 
CER xa ce $ 6,594.26 
Mawes evees 6,363.83 
$12,958.09 
AEEA 357.42 12,600.67 
EEEE E T AE EA 10,216.03 
Fok T A EE 1,034.30 
Mera EAE daleets $118,327.97 
$ 7,699.98 
29,632.83 
7,282.63* 
2,444.92 
3,661.13 
1,786.94 
594.86 
1,869.87 
1,132.89 
8,631.00* 
2,611.52 
1,157.02 
443.83 
669.45 
400.00 
602.90 
1,734.05 $40,528.56 
$ 53,734.79 
12,097.21 
23,362.13 
7,999.98 
1,580.00 
12,023.47 
2,284.88 
$113,082.46 
95,385.28 17,697.18 58,225.74 
Sandys E r Taka eer $ 60,102.23 
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Deduct 7 


year ended November 30, 1964.20.00... 20. e cee eee ee cece e eee cecees 
Appropriation for H andbook Supplement. arosa secKetacitendewe teens 
Appropriation for Committee on Economic Education.................5- 
Life memberships reinstated. 2.0.20... 0: ec eee e eee e ee ee eee 200.00 
$16,200.00 
Less—Life memberships written off..........:...seceeeeee 500. 
Net income to Surplus (Exhibit 1)......... 00... cece eee cence eens 


* Denotes red, 
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REPORT OF THE MANAGING EDITOR 
FOR THE YEAR ENDING DECEMBER 1964 


The number of manuscripts received during 1964 was 431, which is more 
than 30 percent higher than last year’s figure of 329. Table 1 gives compara- 
tive figures for the past five years. 

















1964 1963 1962 1961 1960 
Mahuscripts received..... 431 329 273 305 276 ` 
Articles... ............ 236 142 157 179 158 
Communications...... 195 187 116 126 118 
Percentage of articles 
accepted ............. 9 10 15 12 16 








Table 2 provides the breakdown of the volume’s contents between articles, 
review articles, communications, book reviews, etc. No survey articles were 
included in 1964, which partly accounts for the reduction of pages for arti- 
cles. The increase over previous years has been in the Communications Sec- 
tion, particularly comments and replies. 


TABLE 2 
Summary or CONTENTS, 1962-64 





1963 








* Plus some blank pages. 

The eighth survey article, on “The Theory of Bargaining,” which was 
scheduled for publication in 1964, was not published. The Rockefeller grant 
for the survey articles was terminated in October, 1964, and the remaining 
funds have been returned to that Foundation. 
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Table 3 shows the several most popular “fields” in 1964, as reflected in the 
subject matter of all manuscripts submitted during the year. More than 25 
percent of all manuscripts fell in the three areas of monetary theory and poli- 
cy, production functions, and underdeveloped economies. Other popular 
“fields,” not shown in the table, were income distribution, cost of capital to 
the firm, security and financial markets, and structural unemployment. 








TABLE 3 
Nouser or MANUSCRIPTS SUBMITTED IN THE Most Porunar Frexps in 1964 

Number of Manu- 

Subject Matter or Field scipts Submitted 
Monetary and banking theory and policy:............. 44 
Production functions.......2...0.--cce eee ence eee esre 40 
Economics of underdeveloped countries................ 34 
Fiscal and tax theory and policy. ............seeeseees 17 
International financial problems.................0e0 00s 17 
Methodology... 2... .cccc cece eee e eee e ec eceneeereenee 10 
Consumption, saving, or investment functions........... 10 





Table 4 summarizes the subject-matter distribution of accepted articles, re- 
view articles, and communications for the past seven years; the figures in 
parentheses give the distribution for 1964 only. The most interesting figures 
are those for leading articles plus original communications, since to some ex- 
tent these figures indicate the areas in which most work of publishable quali- 


TABLE 4 
Susyect-Matrer DISTRIBUTION or ACCEPTED MANUSCRIPTS, 1958-64 anD 1964 








A O 





History of economic thought......... 
Economic history; development; 

national economics............... 
Social accounting.............-..45. 








Business fluctuations............. sha 
Money and banking................ 
Public finance......... 0.0.0 cee eee 


O i N 


mo eA 
AN 
Se Se De 
— 


BAD ee 


Business organization..............- 
Industrial organization.............. 
Land economics; housing............ 
Labor economics............4-..2.65- 


=~ 


tard 
Wet 





3 





148 (19) | 21 (2) 150 (37) | 392 (70) 


Nore: The 1958-64 figure is followed in each case by the 1964 figure in parentheses. 


73 (12) 
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ty and of broad interest to economists is being done. The five fields showing 
the highest concentration for the last seven years are: price theory (47), in- 
come theory (24), international economics (26), economic development, etc. 
(22), and money and banking (15). 

Table 5 presents the expenditures in 1964 for the four regular issues of the - 
Review in comparison with the estimated budget and with the actual expendi- 
tures in 1963. Actual expenditures have risen over last -year owing principally 
to increases in printing and mailing expenses and to higher costs of editorial 
assistance—the former because of the increased number of pages per copy 
and the larger number of copies printed, and the latter because of a $2,000 
salary to a new book review editor and increased expenses associated with the 
sharp rise in the number of manuscripts handled during the year. 


TABLE 5 
ACTUAL AND BUDGETED EXPENDITURES 















Actual 
1963 
Printing and Mailing............... $51, 644.09* 
Editor’s Salary..............0. Su 000 ; 8,000.00 
gamni (nuns, AEDE ; oe 1 mM i os 
upplies (including postage). ... : 
Contributors... s.s sses nesses. n: j 2,308.00 
Office equipment and decoration...... A 812.63 
$77,906.43 $73,632.28 
Dessinee o euse piirata E ven 3,250.00ł 






$70,382.28 





* Corrected from 1963 Report. 
t Less Rockefeller grant for survey articles. 


Table 6 gives detailed information about printing cost by issues during 
1964. The number of copies printed in-1964 averaged 18,500; in 1963, 18,- 
050; in 1962, 16,125; in 1961, 15,650; in 1960, 15,000; in 1959, 14,125; and 
in 1958, 12,975. The successive increases are of course mainly related to the 
increases in membership and subscriptions. 


TABLE 6 
Corres PRINTED, SIZE, AND Cost or PRINTING IN 1964 



















Costs Cost 
Corres INCLUDING 
Issue 

March..... 18,500 $12,516.57 $12, 648.36 
ume....... 18,500 12,583.84 12,720.98 
tember..| 18,500 15,073.62 15,202.23 
December..| 18,500 12, 850.00* 12,980.00* 
: $53,024.03 $53,551.57 








* Estimated. 


REPORT OF THE MANAGING EDITOR 613 


The estimated costs for the coming year are presented in Table 7, based on 
a volume of 1,475 pages, including advertising (or about 1,200 pages of text) 
and an average number of copies of 19,000. A salary increase of $300 for 
Miss Ladd is included in the amount for editorial and clerical assistance. 





TABLE 7 
RECOMMENDED BUDGET For 1965 

Printing (including paper, postage, reprints).............cceseeeenes $53,500 
Managing editor’s salary.......... F A E E A ,000 
Editorial and clerical assistance. 6.2.0.0... cece cece cece cence eeeeaes 14,000 
Supplies and postage......... 0. cece cece cece cece ee eee sesensenanes 1,350 
Contributors. seess 604. sic sia cn eels dhie vide bale e eae feeile Odaipa dies cdeeed 1,425 
Office equipment and decoration. ........ 00... ccueeeeecececaeeeeeeee 100 

$78,375 


During the year I have had the advice and assistance of the following for- 
eign correspondents, who have been particularly helpful with regard to the 
selection of foreign books for listing and review: Maurice Flamant (France) ; 
Erich Schneider (Germany). 

Three members of the Board of Editors complete their three-year terms of 
office at this time: Albert Hirschman, Martin Bronfenbrenner, and Roland 
McKean. The Association owes them a heavy debt of gratitude for the gener- 
ous expenditure of time they have made in the interests of the Review, and I 

very much appreciate their constant willingness, even when other obligations 
` pressed, to review manuscripts and offer editorial advice. I nominate as their 
successors on the Board, for three-year terms beginning in 1965: William J. 
Baumol, James Buchanan, and Richard Easterlin. 

During the year I have frequently sought the aid of members of the profes- 
sion in addition to the members of the Editorial Board—partly to relieve the 
latter of what would otherwise be an impossibly heavy burden and partly to 
obtain advice of specialists in particular areas not represented on the board. 
The following have assisted in this way: 


M. Abramovitz K. Boulding D. Dewey R. A. Gordon 
I, Adelman H. Bruton D. Dillard M. Gort 

A. Alchian E. Budd D. Durand M. Greenhut 
W. Allen M. Burstein R. Eisner Z. Griliches 
A. Ando R. Cameron W. Fellner H. Grubel 

H. Averch C. Christ R. Ferber B. Haley 

G. Bach L. Cohen F. Fisher D. Hamberg 
J. Bain J. Conard A. Fishlow L. Hansen 

B. Balassa A. Conrad M. Frankel E. Heady 

F. Bator R. Cyert I. Friend R. Heflebower 
W. Baumol P. David W. Galenson B. Hickman 
D. Bear P. Davidson L. Gallaway R. Hinshaw 
A. Bergson H. Demsetz F. Gehrels D. Hodgman 
E. Bloch E. Denison R. Goode G. Horwich 
G. Borts E. Despres M. Gordon B. Hoselitz 
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H. Houthakker J. McKie M. Peck D. Slater 
R Jones R. McKinnon R. Pfouts V. Smith 
D. Jorgenson G. Meier E. Phelps D. Snider 
A. Kahn A. Meigs C. Philbrook E. Solomon 
J. Kendrick D. Meiselman J. Power R. Solow 
P. Kenen A. Meltzer R. Quandt H. Spiegel 
J. Kershaw J. Meyer G. Ranis G. Staller 
C. Kindleberger H. Miller M. Reder J. Stein 
I. Kravis M. Miller R. Rhomberg G. Stolnitz 
S. Kuznets E. Mills M. Reid L. Tarshis 
S. Lebergott H. Minsky A. Rivlin L. Telser 
H. Leibenstein F. Modigliani G. Rosen R. Thom 
W. Leontief J. Montias J. Rothenberg C. Tiebout 
H. Levinson T. Morgan R. Russell J. Tobin 
D. Lusher M. Morishima A. Sametz N. Ture 
G. Maddala R. Musgrave P. Samuelson R. Turvey 
S. Maisel R. Nelson A. Sen H. Uzawa 
B. Malkiel M. Nerlove E. Shaw W. Vickrey 
D. Martin G. W. Nutter M. Shubik T. Whitin 
E. Mansfield G. Orcutt H. Simon O. Williamson 
J. Margolis D. Paauw G. Sirkin S. Winter 
P. Wonnacott L. Yeager 
Respectfully submitted, 


Joun G. Gurrey, Managing Editor 


REPORT OF THE COMMITTEE ON ECONOMIC EDUCATION 


The March 6, 1964, policy statement of the Executive Committee of the 

. Association directs this Committee to move actively to develop a positive pro- 

gram to help improve economic understanding. This report summarizes 

briefly our assessment of the situation as we assume responsibility and indi- 
cates the steps which have been inaugurated since last March. 


Present Situation. 


The past five years have seen a large increase in professional interest in the 
general problem of economic education, especially economic education below 
the college level. For over a decade, the A.E.A. has had a standing committee 
on economic education, which has arranged sessions at the annual meeting on 
this topic and which in 1959 commissioned an important analysis of econom- 
ics in high school textbooks. Beginning in 1960, however, the Association 
made a major move in nominating members of a National Task Force on 
Economic Education, five well-known economists who, with two other mem- 
bers, became an independent group to answer the question, “What is the min- 
imum understanding of economics essential for good citizenship and attaina- 
ble by high school students?” Over 250,000 copies of Economic Education in 
the Schools, the report of the Task Force, are now in print in complete or 
summary form. A copy has been sent to every school system in the United 
States. There is considerable evidence that this document is having a 
significant impact on the approach used by many school administrators and 
instructors to the teaching of economics below the college level and on writers 
of textbooks and other teaching materials. 

In 1962 the Association agreed to cosponsor a year-long television course, 
“The American Economy,” shown nationwide over C.B.S. and all educational 
TV stations in 1962-63, and repeated on many in 1963-64. The Association 
approved the national teacher, and the members of the National Task Force 
served as a policy and advisory committee on the program, representing the 
interests of the Association. This program was viewed on a typical day by 
over one million watchers, the largest watching audience for any year-long 
educational television program in history. As is indicated below, a major an- 
alysis of the impact of the program has been commissioned, and a report is 
being prepared for publication in the American Economic Review, hopefully 
in the June, 1965, issue. 

The Association played a cooperative, but less formal, role in suggesting 
prominent economists to participate in a Materials Evaluation Committee, 
established in 1961 to follow up the National Task Force report, by provid- 
ing a suggested list of some 100 supplementary teaching materials that might 
be useful to high school teachers wishing to implement the suggestions of the 
Task Force. In all cases, alternative readings were suggested to avoid any im- 
plication of a “party line” or one “best” set of readings. 
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A special Committee on the Measurement of Economic Understanding, in- 
cluding five well-known economists, was established in 1963 to devise a 
“Test of Economic Understanding” that would, in the eyes of professional 
economists and of testing experts, help school officials and teachers determine 
the degree of economic understanding achieved by high school students (with 
or without a formal course in high school economics). 

In addition, the Association in 1963, in connection with a Ford Foundation 
grant, appointed a special Publications Advisory Committee to the Joint 
Council on Economic Education, to advise the J.C.E.E. on the preparation of 
special supplementary materials on economics for use in high school courses 
in American history, business education, and other areas outside “economics” 
as such. 

The combination of these activities, coupled with a widespread groundswell 
of popular interest in economic education, represents the largest attempt on 
record by professional economists, working with other interested educators 
and laymen, to improve the quality of economic education in the high 
schools. Our assessment is that considerable progress has been affected, and 
that more is under way. But the big part of the task remains to be done. This 
is the job of carrying through to the operational stage of better teaching in 
the classroom the new developments which have been outlined. 


Committee Activities 


The Committee has agreed to concentrate, at least for the time being, pri- 
marily on the teaching of economics through the high schools and the basic 
course in colleges, letting other activities receive attention primarily as they 
relate to economic education at these central levels. It may be desirable to 
broaden or change this focus at a later date. Given our assessment of the pres- 

„ent situation, of the priorities where professional economists might be of as- 
sistance, and of the interests of most economists, we have initiated the follow- 
ing steps. ` 

1. We have inaugurated a program to broaden and improve the contacts 
between competent professional economists and interested school administra- 
tors and teachers throughout the country at the state and local levels. This is 
in response to a widely expressed need at those levels for help from compe- 
tent, objective economists as the schools attempt to determine what economics 
to teach, what materials to use in teaching it, what measures of success to ac- 
cept, what points of emphasis to choose, and the like. 

We have begun on a small scale, attempting to interest perhaps 25 or so 
competent economists (in addition to those already involved in such activi- 
ties) who might be interested in serving as “consultants” to school admin- 
istrators and teachers in their nearby areas. Our goal is partly to help the 
school systems involved, but also to demonstrate the usefulness and respecta- 
bility of such participation by leading economists. These individuals have all 
agreed to devote an appreciable amount of time to getting acquainted with the 
practical problems of teaching economics in the schools, so as to increase the- 
value of their assistance. We hope before next autumn to be able to write to 
state and local school officials in the areas concerned about the availability of 
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these economists, as an addition to the economic resources already available 
to such schools. 

2. It is our assessment that many college and university faculties in eco- 
nomics are concerned about the effectiveness of their elementary courses, and 
that, while they may not have a large amount of time or energy to devote to 
major reconsideration of the course without some special impetus, they would 
welcome assistance in the form of evidence on imaginative approaches being 
tried in other institutions. We therefore have cooperated with the Joint Coun- 
cil on Economic Education in approaching the Kazanjian Foundation, and 
the J.C.E.E. has received a grant of $2,000 to finance the publication and distri- 
bution of a small volume including detailed accounts of perhaps a half-dozen 
current experiments in the teaching of basic economics which might be of in- 
terest to instructors in other schools. We hope that the sample will include 
course experiments at different types of institutions, since obviously teaching 
situations vary from institution to institution. While printing and distribution 
will be handled by the J.C.E.E., the design and implementation of the project, 
including selection of the courses to be reported, will be in the hands of this 
committee. l 

Steps are under way to assemble the half-dozen courses to be included in 
the first publication. Individual economists or institutions having such courses 
are invited to write any member of the committee about their work, since the 
problem of identifying the most interesting basic course experiments is a 
difficult one. If the Committee finds many more course experiments that it 
feels may be of widespread use and interest than can be included in the first 
volume, we will approach the Kazanjian Foundation for a grant to support a 
second volume a year later. The search process is under way, and we hope 
that the first volume will be ready for the printer before the end of 1965, 

3. Under the A.E.A. policy statement, three members of this Committee 
serve as a Special Advisory Committee to the Joint Council on Economic 
Education. This subcommittee has been active in helping the J.C.E.E. recruit 
additional competent economists for its staff and for associated field activi- 
ties. We are pleased to report that the Joint Council has added two well- 
known economists to its headquarters staff, and that it has welcomed our 
suggestions for increased stress on the economic content of the teaching ma- 
terials and other activities it has been supporting. The Joint Council has 
under way a major $1.8 million nationwide project to help carry into the op- 
erational stage of teaching many of the economic ideas that have been devel- 
oped during the five-year push described above. It is working closely with 
this Committee in developing and carrying out this new project. 

The J.C.E.E. also has under way, with our advice, a special project to pre- 
pare economic units for inclusion in the American history course, which is 
taken at the eleventh grade by virtually every high school student in the 
United States. We have assisted the J.C.E.E. in persuading Professors Calvin 
Hoover and Henry Villard to undertake primary responsibility, working with 
high school teachers, for the preparation of these experimental materials. One 
set will deal with the role of the market and the developing role of government 
in organizing and allocating resources in the American economy, and the other 
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with economic growth and fluctuations. These materials are scheduled for a 
tryout in the high schools during the coming autumn semester before final 
publication soon thereafter. 

4. Although this Committee has not been responsible, the profession will be 
interested in a special analysis commissioned by the Learning Resources In- 
stitute, with the advice of the members of the National Task Force on Eco- 
nomic Education, to evaluate the effectiveness of the nationwide TV course, 
“The American Economy.” This analysis has been done by the National ` 
Opinion Research Center, under a general program mapped out by the mem- 
bers of the National Task Force. It has been completed and copies are availa- 
ble from Learning Resources Institute. A summary of the results is scheduled 
for publication in the American Economic Review, probably in June, 1965. 
This is the first stage in what the Committee hopes will be a major increase in 
the amount and quality of research in this area. 

The Committee is aware of the wide diversity of views concerning the 
proper role of economists in economic education below the college level, and 
concerning the priority to be assigned to different kinds of activities. We in- 
vite the suggestions and comments of any member of the Association. 

G. L. Bacs, Chairman 
MARSHALL COLBERG 
RENDIcS FELS 

R. A. GORDON 

Ben W. Lewis 

E. T. WEILER 


REPORT OF THE CENSUS ADVISORY COMMITTEE 


The Census Advisory Committee of the American Economic Association 
met with the Director and Staff of the Census Bureau in January, 1964. The 
_ Assistant Secretary of Commerce, the Deputy Assistant Secretary of Com- 
merce, Mr. and Mrs. Richard Ruggles, and participants in the International 
Statistics Training Program also joined in the meeting. 

The Census staff reported on the progress of new economic statistics pro- 
grams being developed at the Bureau: (1) development of a historical estab- 
lishment record computer file from the Annual.Survey and Census of Manu- 
factures, 1949-63, for economic analysis purposes; (2) a study of the varia- 
tion in prices of new houses over the period 1959-61, for the purpose of de- 
veloping a construction price index; (3) a statistical compilation of annual 
series measuring economic growth, to supplement the Business Cycle Devel- 
opments report; (4) conversion of the present import and export commodities 
classification systems to one which will be compatible with the Standard In- 
dustrial Classification and the Standard International Trade Classification . 
(scheduled for completion by early 1965); (5) experimentation in developing 
annual population and income estimates for standard metropolitan statistical 
areas through use of Internal Revenue Service individual income tax return 
data. It was mentioned by the Census Staff that the Bureau programs were 
properly being directed to the future, as well as to current, needs of the 
American economy. Committee members commented on these programs and 
suggested continued work in these and related fields. 

The Bureau staff also revealed several new developments in the use of elec- 
tronic equipment to increase efficiency and output. In addition to the new and 
more powerful 1107 computers, the Bureau also uses an electronic data-plot- 
ter to plot graphs directly from computer tape; a telephone device to transmit 
data on punch cards from the Jeffersonville Census office directly to a com- 
puter tape in Suitland; and a machine to convert microfilm to tape and tape to 
microfilm. f 

The major topic of the meeting was the Committee members’ discussion of 
the need for making unpublished Census Bureau data more accessible to the 
outside researcher. The Bureau now provides special tabulations of such data 
on a reimbursable cost basis. Some Committee members felt that these costs, 
while low relative to commercial rates, are often too high for the typical uni- 
versity researcher. One suggestion, already under study by the Bureau, is the 
creation of regional Census data centers at various universities, each having 
complete and corrected files of Census source data tapes. This approach, the 
Committee felt, would reduce some of the costs involved and increase the an- 
alytical flexibility of the research project. 

There are major problems facing the Bureau, however, in the establishment - 
of such regional data centers. These problems include: (a) the need to pre- 
serve confidentiality of data collected by the Bureau, in compliance with the 
law; and (b) the high costs involved in providing sufficiently complete and 
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corrected tapes, in the proper format and sequence, for efficient use by uni- 
versity and other researchers. Nevertheless, the Bureau staff will continue in 
its efforts to search for solutions to this general problem of data accessibility. 

The Technical Subcommittee on Business Cycle Developments of the Cen- 
sus Advisory Committee met with the Director and Staff of the Census Bu- 
reau in May, 1964. Also participating in the meeting were the Assistant Sec- 
retary of Commerce, the Director of the Office of Printing and Publications 
of the Department of Commerce, the Director of the Office of Publications of 
the Department of Commerce, and a representative of the Bureau of the 
Budget. 

The main focus of the discussion, naturally, was on ways and means of im- 
proving Business Cycle Developments. 

Members of the Census Advisory Committee are: 


Term Expires June 30 


Morris A. Adelman í 1965 
Daniel Creamer 1968 
Edward F. Denison 1965 
Solomon Fabricant (Chairman) 1968 
Bert G. Hickman 1966 
Werner Z. Hirsch 1965 
Edgar M. Hoover ' 1965 
H. Gregg Lewis 1968 
John Lintner 1968 
Sherman J. Maisel 1967 
Robert R. Nathan 1965 
Arthur M. Okun 1968 
Guy H. Orcutt 1966 
Ralph W. Pfouts 1967 
Gideon Rosenbluth 1967 


Members of the Technical Subcommittee on Business Cycle Developments 
are: 


Donald J. Daly 1967 
Gottfried Haberler 1966 
Bert G. Hickman (Chairman) 1966 
Lawrence R. Klein 1967 

` John P. Lewis 1965 
Geoffrey H. Moore 1968 © 
Frank E. Morris 1965 
Arthur M. Okun 1968 
Beryl W. Sprinkel 1967 
Lorman C. Trueblood 1966 


SOLOMON FABRICANT, Chairman 


REPORT ON THE FOREIGN STUDENT SCREENING PROJECT 


In September the Association started a new project aimed at assisting the 
graduate departments in the selection of foreign students. The Ford Founda- 
tion has granted the Association $83,000 to support the program for five 
- years; additional financial assistance is being sought from the Department of 
State. 

The program is still in the planning stage. Tentatively the following activi- 
ties are scheduled for the first year: (1) publication of a bulletin of informa- 
tion describing the graduate programs offered at universities in the United 
States in economics and agricultural economics; (2) compilation of informa- 
tion on departments of economics in foreign universities, including the char- 
acter of their programs, the level and quality of the work offered in econom- 
ics, and their systems of measuring and recording academic attainment; (3) 
arrangements for the interviewing of foreign applicants in their own countries 
by persons familiar with the requirements of American graduate programs in 
economics and able to judge students’ qualifications; (4) provision of a clear- 
inghouse of information on applicants. Detailed information on these pro- 
grams has already been sent to the chairmen of those departments with siza- 
ble enrollment of foreign students; the remainder of the chairmen will be con- 
tacted early in 1965. 

Negotiations are now under way with the Office of Education in the De- 
partment of Health, Education and Welfare to determine their interest in 
compiling and publishing the bulletin of information on American graduate 
departments. 

Respectfully submitted, 
Muraro F. Lone, Director 
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REPORT OF THE REPRESENTATIVE TO THE NATIONAL 
RESEARCH COUNCIL-NATIONAL ACADEMY OF SCIENCES 


During the last two years I have taken an active part in the work of the 
Behavioral Sciences Division of the National Research Council and have served 
on its Executive Committee. The Behavioral Sciences Division was organized 
only two years ago, inheriting the work of its predecessor division which was 
limited chiefly to the fields of physical anthropology and psychology. There- 
fore, the major task of the new division has been to organize itself and to ex- 
tend its activities into the fields of economics, political science, sociology, and 
the nonphysicial,-aspects of anthropology and psychology. We have discussed 
many possibilities but have agreed on only one major enterprise. This enter- 
prise is to sponsor a symposium on the contributions that the various behav- 
ioral sciences can make to the understanding of the process of economic de- 
velopment. The Council of the National Academy of Sciences has approved 
this undertaking and we are at present in the process of seeking funds for 
financing it and of appointing directors to organize the planned symposium. 

The division also has submitted to the Committee on Public Policy of the 
National Academy of Sciences a report on the needs of the behavioral 
sciences for support of basic research. This report is to be transmitted to the 
Daddario Committee of the House of Representatives for consideration by 
the appropriate subcommittees of the House. I contributed the section of the 
report dealing with the needs of economics. 

Respectfully submitted, 
ROBERT DORFMAN 
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REPORT OF THE REPRESENTATIVE TO THE 
INTERNATIONAL ECONOMIC ASSOCIATION 


In 1964 the International Economic Association held three conferences: 
1. A conference on price formation in various economies was held at Jeru- 
- Salem, Israel, in March. This was the annual conference arranged for younger 
economists. Participants from the United States were L. R. Klein and J. Mar- 
golis. 

2. A conference on the distribution of national income was held at Paler- 
mo, Italy, in September in connection with the annual meeting of the LEA. 
Executive Committee. Participants from the United States were A. A. Al- 
chian, M. Bronfenbrenner, B. F. Haley, M. W. Reder, and R. M. Solow. 

3. A conference on problems of economic development of the socialist 
countries of East Europe, a regional conference, was held at Plovdiv, Bul- 
garia, in the first week of December. 

Other conferences in preparation are one on the economic problems of 
housing, for younger economists, to be held in the spring of 1965, with Sher- 
man Maisel as chairman of the program committee; and a conference on the 
economics of agriculture to be held at Rome, Italy, in September, 1965, in 
connection with the meeting of the I.E.A. Council. 

Three volumes resulting from earlier conferences have appeared during the 
past year: The Economics of Take Off into Sustained Growth, Economic De- 
velopment with Spectal Reference to East Asta, and Economic Development 
of Africa South of the Sahara. Four further volumes are in press. 

The Association has also been working on two projects which arise out of 
special contracts with UNESCO: a bibliography for the teaching of economics 
in Africa and Asia, and a textbook for the teaching of economics in Africa. 

B. F. HALEY 


REPORT OF REPRESENTATIVE TO THE 
NATIONAL BUREAU OF ECONOMIC RESEARCH 


The current program of the National Bureau includes research in five 
areas: Economic Growth; National Income, Consumption, and Capital For- 
mation; Business Cycles; Financial Institutions and Processes; and Interna- 
tional Economic Relations. Seventeen reports resulting from the National Bu- 
reau’s program were published in 1964 and eleven books, staff reports, and 
conference proceedings are scheduled for publication by mid-1965. 

Conferences on the following subjects are scheduled for early 1965: In- 
dustrial Composition of Income and Product (April 9-10); Investment Beha- 
vior (June 10-12); Measurement and Interpretation of Job Vacancies (Feb- 
ruary 11-13). 

New research in process and planned for early inauguration includes stud- 
ies dealing with the following areas: the competitive position of the United 
States in a changing world economy; tax policies for economic growth; effect 
of education on individual earnings and economic growth; productivity and 
employment in the service industries and their relation to the nation’s 
growth; interest rates—structure, behavior, and linkages in the money and 
capital markets; short-term economic forecasting—appraisal and possibilities 
of improvement. 

At the 1964 Annual Meeting, Charles G. Mortimer was elected a Member 
and Director at Large to fill the unexpired term of Theodore V. Houser, who 
died December 17, 1963. W. Allen Wallis was reelected a Member and Direc- 
tor by Appointment of the American Statistical Association. 

Officers elected for 1964 were Albert J. Hettinger, Jr., Chairman; Arthur F. 
Burns, President; Frank W. Fetter, Vice President; Donald B. Woodward, 
Treasurer; Solomon Fabricant, Director of Research; Geoffrey H. Moore and 
Hal B. Lary, Associate Directors of Research; and William J. Carson, Execu- 
tive Director and Secretary. 

Expenditures and appropriations for the National Bureau’s operations in 
1964 totaled approximately $1,443,000. Income was received mainly from in- 
terest and dividends on capital sum grants, grants for specific projects, contri- 
butions and subscriptions, and sales of publications. New grants were re- 
ceived in 1964 from the National Science Foundation, Office of Manpower, 
Automation and Training, Department of Labor, and the Alfred P. Sloan 
Foundation. 

Effective September 1, 1964, Columbia University Press became the distrib- 
utor of the National Bureau’s books published prior to 1953 and since Sep- 
tember 1, 1964, and all Occasional Papers and Technical Papers. Princeton 
University Press is the publisher and distributor of the books published by 
the National Bureau between 1953 and September 1, 1964. 

Wittarp L. THORP 
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REPORT OF THE POLICY AND ADVISORY BOARD OF THE 
ECONOMICS INSTITUTE 
INSTITUTE OF INTERNATIONAL EDUCATION 


The Seventh Session of the Economics Institute was held at the University 
of Colorado from June 25 to August 26, 1964. The purpose of the Institute is 
to provide orientation and additional training for foreign students who are 
about to begin graduate training in economics at United States universities. 

The 1964 Institute had a total enrollment of sixty-one students from twenty- 
six different countries. This is the largest number of students in its history. 
Six students were from each of the following countries: India, Indonesia, and 
Thailand, five each from Japan and Mexico, four each from the United Arab 
Republic and Colombia, three each from Brazil and the Ryukyu Islands, two 
each from Bolivia and Greece, and one each from sixteen outher countries. 

Upon conclusion of the Institute the students proceeded for graduate study 
of economics at twenty-six different United States universities, with the larg- 
est numbers being enrolled in Vanderbilt (8), Wisconsin (8), Colorado (7), 
Yale (4), Chicago (3), Minnesota (3), and Williams (3). The age range of 
the students was from twenty-one to thirty-nine with a median age of twenty- 
eight and a modal age of twenty-five. } 

The program of the Economics Institute emphasizes economic analysis with 
training in this area being supplemented where necessary by work in oral and 
written English and in mathematics and statistics. The Director of the Insti- 
tute is Wyn P. Owen, of the University of Colorado, and the staff is drawn 
from all parts of the country. 

A summary of costs of the Economics Institute for 1958-1964 follows. 

Smon ROTTENBERG, Acting Chairman 


Summary OF Costs or THE ECONOMICS INSTITUTE 
1958—64 









7 NUMBER 
EAR oF 
Total Expense 
STUDENTS per Student 

L958 Pe tsnsaceees 36 $1,329 
1959 nei Peace en 49 106 
W960 E 46 1,176 
NOG. ei b cas aes 53 1,081 
1962 sled toc 50 1,214 
1963: i tad oa bccn 55 1,413 
1964........0085 60 1,358 
Ta E Gate 349 

verage Pras 

per student. . $1,239} 


* Administrative expense consists of off-Campus charges, paid directly by ate adminis- 
trative overhead, aes and post-Institute orientation and travel, Policy Board costs, and 
other direct TE enses made the first years outlay expecially large. There 
was no meeting o. the B “1962 which lowered costs for that year. Staff changes at I.LE. 
pis fpproziiately $2,000 in Policy Board costs accounted for the large increase in this item 


On-Campus charges. 
Í Estimate, All figures are rounded to the nearest dollar. 
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REPORT OF THE COMMITTEE ON 
RESEARCH AND PUBLICATIONS 


In the “Reading Series” a new volume on business cycles (edited by Law- © 
rence R. Klein and R. A. Gordon) was sent to the publishers toward the end 
of 1964. The volume on welfare economics (Kenneth Arrow and Tibor Sci- 
tovsky, editors) is expected to be ready for publication in the coming year. 
Volumes were commissioned in international trade (Harry G. Johnson and 
Richard Caves, editors) and in agricultural economics (Gale Johnson and 
Karl Fox, editors). 

The three-year grant from the Ford Foundation was renewed to support 
translations of foreign economics until June, 1967. The Foundation also 
agreed to transfer to this project the unexpended balance of its grant for the . 
surveys of foreign economics. New translations that have been commissioned 
during the year include Galiani’s Della Moneta and Tugan-Baranovsky’s . 
Russian Factory. The Committee expects to commission a translation of Par- 
eto’s Manuel shortly. It invites further suggestions from the profession con- 
cerning important foreign works that ought to be translated into English, 
both from those who would like to see such translations available and from 
those who would be willing to prepare them. 

At the request of George Hildebrand, Chairman of the Committee on Sur- 
veys of Foreign Economics, the President of the Association, George Stigler, 
transferred further responsibility for work in this area to the Committee on 
Research and Publications. The Richard D. Irwin, Inc., has expressed its 
willingness to publish in volume form the five surveys of foreign economics 
that were distributed as supplements to the American Economic Review, pro- 
vided that the Association turn over the plates to Irwin without charge. The 
Committee recommends to the Executive Committee that the offer be accept- 
ed. 

The Committee on Research and Publications recommends to the Executive 
Committee of the Association that a second series of surveys on foreign eco- 
nomics be sponsored. The new series might include some non-English lan- 
guage not covered in the first series, such as Latin America, Sweden, and the 
centrally planned economics of Eastern Europe. It would, however, be pri- 
marily addressed to surveys of policy-oriented work in economics in other 
English-speaking countries such as Canada and Australia. 

. The Committee carried on some preliminary negotiations with prospective 
publishers of the translation series. It recommends to the Executive Commit- 

tee that one of the offers made to publish the translation series without cost 
to the Association be accepted. 

Irvine B. Kravis, Chairman 

Kart Fox 

GEORGE HILDEBRAND 

Bert F. HoseLTIZ 

Harry G. JORNSON 

FRANCO MODIGLIANI 

Harord F. WILLIAMSON 
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COMMITTEE ON HONORS AND AWARDS 
A Proposal for Broader Recognition of Distinction 


The Association now accords recognition of professional distinction of the 
highest order to its most eminent members by (1) election to the presidency 
. and (2) award of the Walker medal. (It similarly recognizes professional dis- 
tinction in the case of foreign economists by election of not more than twen- 
ty-five honorary members.) At its spring 1964 meeting, the Executive Com- 
mittee accepted the view that, given the present size of the profession, the an- 
nual election of a president and the quinquennial award of the Walker Medal 
are inadequate means for recognition of professional distinction; and it re- 
quested the Committee on Honors and Awards to prepare a proposal for the 
election of a designated number of honorary members from its U. S. member- 
ship. The following is the Committee’s proposal: 
1. Bylaw 1, Membership, Paragraph 3 now reads: “Foreign economists of 
distinction, not exceeding twenty-five in number, may be elected honorary 
members of the Association.” It is proposed to amend this paragraph by add- 
ing: 
Past presidents of the Association and members who have been awarded the 
Walker Medal shall also be honorary members. In addition, the Executive 
Committee may elect up to a total of twelve additional honorary members, 
_ but not more than two in any one calendar year, from economists of high dis- 
tinction in the United States. 
2. The responsibility for nominating to the Executive Committee U. S. candi- 
dates for honorary membership should rest with the Nominating Committee. 
This committee should, however, give consideration to recommendations, if 
any, made by the Committee on Honors and Awards each year. 
3. The Nominating Committee should be free to make no nominations in any 
particular year. However, it should not be limited as to the number of candi- 
dates it may nominate in any year. It should accompany each nomination 
with a supporting brief. 
4. The Executive Committee should not add to the list of nominees recom- 
mended by the Nominating Committee. Regardless of the number of nomi- 
nees so recommended, the Executive Committee may elect no more than two 
per year in the new category; and the total number of U. S. honorary mem- 
bers, in addition to past presidents of the Association and holders of the 
Walker Medal, must not exceed 12. 
5. Election to honorary membership of U. S. economists does not preclude 
election to any office of the Association. 


Comments 


1. Three members of the Committee on Honors and Awards, in considering 
the above set of proposals, favored giving the responsibility for nominating 
U. S. honorary members to the Nominating Committee; one member favored 
giving the responsibility to the Committee on Honors and Awards; no member 
favored giving it to the committee that nominates foreign honorary members. 
The Nominating Committee is most likely to be informed as to presidential 
possibilities that have to be passed by; the Committee on Honors and Awards 


627 


628 AMERICAN ECONOMIC ASSOCIATION 


has the advantage of greater continuity as well as that of having periodically 
reviewed possible candidates for the Walker Medal. On the other hand, the 
committee on foreign honorary members deals with an entirely different popu- 
lation, and its members should be chosen with primary regard for their - 
knowledge of the contributions of foreign economists. If the Nominating 
Committee is given primary responsibility and if the Committee on Honors 
and Awards is permitted or invited to submit suggestions to the former com- 
mittee, the recommendations coming to the Executive Committee should be 
the product of adequate advance study. 

2. In our proposal, election is limited to U. S. economists. (By U. S. econo- 
mist we mean economists ordinarily resident in the United States, but not ex- 
cluding those temporarily resident abroad.) The Executive Committee should 
consider, however, whether eligibility should be broadened to include Canadi- 
an economists. The fact that our Association often includes Canadian econo- 
mists in the slate of nominees for various offices suggests that such a broaden- 
ing of eligibility might be appropriate. In that event, the words “and Cana- 
da” should be added to the last sentence of the proposed bylaw amendment. 
Of the membership of the Committee on Honors and Awards, two favored 
limiting the new category of honorary members to U. S. economists; three 
would recommend that leading Canadian economists (or perhaps the Canadi- 
an membership of our Association) should be consulted on the matter, and 
their wishes followed. 

3. It is desirable that the honor of election in the new category of honorary 
members should be regarded as very close to that of election to the presiden- 
cy. 

a) This is the reason for limiting the total number of elected U. S. honorary 
members to 12 and the maximum number elected in any one year to 2. (The 
five members of the Committee on Honors and Awards that participated in 
the preparation of these proposals were unanimous in their support of these 
two figures.) The number of foreign honoray members is currently 19, but is 
potentially 25; the number of past presidents is currently 21; the two living 
holders of the Walker Medal are also past presidents. So the potential number 
of honorary members, if the present proposal, is adopted, would currently be 
58—25 foreign and 33 U.S. 

b) The importance of making election to the new category of honorary mem- 
bers a high honor is also one reason for including all past presidents and all 
holders of the Walker Medal in honorary membership. Another reason for in- 
cluding past presidents is to make it clear that election to honorary member- 
ship is no obstacle to later election to the presidency—although there should 
be no presumption that this would be likely to occur. 

4, The program, if adopted, should be reviewed after a trial period of, say, 
ten years. 

5. These proposals have been prepared by the Committee on Honors and 
Awards at the request of the Executive Committee. The latter Committee 
should be reminded that, of the six members of the Committee on Honors and 
Awards, only three favor the creation of the new category of honorary mem- 
bers. 

- Bernard F. HALEY, Chairman 


ECONOMISTS’ SALARIES IN 1964 


A First REPORT AND AN INVITATION FROM THE 
COMMITTEE ON THE N.S.F. REPORT ON THE PROFESSION 


The median salary of some 10,000 full-time employed respondents with a 
specialization in the field of economics was $12,000 in 1964 (Table 1). The 
average (median) salary of the economists so employed was the same as 
those of statisticians and physicists and was considerably higher than those 
of any of the other nine disciplines included in the 1964 National Register. 
Data for this study are based on questionnaires accumulated by the Ameri- 
can Economic Association for the National Register of Scientific and Techni- 
cal Personnel, a program of the National Science Foundation. These salaries 
were reported to the nearest $100. Data reported here were for those individ- 
uals who indicated economics as their area of greatest competence, based on 
total education and work experience. They do not necessarily reflect the 


TABLE 1 


DISTRIBUTION OP Basic ANNUAL SALARIES OF SCIENTIFIC AND TECHNICAL PERSONNEL, 


BY Fretp OF SPECIALIZATION, 1964 


SALARY IN THOUSANDS OF DOLLARS 






NUMBER OF 
RESPONDENTS 
IN THOUSANDS 

















FIELD OF 
EUPLOYMENT y aa 
Lowest | Lower pper | Highest | Emplo 
Median Decile | Quartile | Quartile} Decile | Reporting Total 
Sala 
Social sciences 

Economics........ 12.0 7.8 9.3 12.1 
Statistics......... 12.0 8.0 9.5 2.8 
Psychology....... 10.3 7.3 8.5 16.8 
Sociology......... 10.1 7.3 8.5 2.7 
Linguistics........ 9.0 5.8 7.2 1.4 

Physical sciences 
hysics.......... 12.0 7.4 9.0 26.7 
Chemistry........ 11.0 7.2 8.7 63.1 
Mathematics...... 11.0 7.0 8.7 17.4 
Biology.......... 10.7 6.5 8.3 27.1 
Meteorology...... 10.6 7.8 9.0 5.5 
aciences....| 10.3 7.1 8.5 17.9 
Agriculture....... 9.2 6.2 7.5 9.5 
Other surveyed fields.| 11.1 7.0 8.6 20.8 
All surveyed fields...| 11.0 7.1 8.6 223.9 














* Of the 223,854 respondents, 42,844 were excluded representing military, part-time em- 


ployed, students, etc. 


Source: National Register of Scientific and Technical Personnel, 1964. 
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salaries of those who were trained as economists or who were currently em- 
ployed as economists or who regarded themselves professionally as econo- 
mists. 

The superior median salary of the economists was influenced considerably . 
by the relatively large amounts earned at the higher end of their salary dis- 
tribution. Thus, salaries of $16,000 or more were paid to one-quarter of the 
economists, whereas the upper quartile amount, even among the physicists 
and statisticians, was about $1,000 lower. The highest paid one-tenth of the 
economists had salaries which compared even more favorably with the sal- 
aries at the top deciles of the other scientific and technical groups. At the 
lower end of the salary distributions, economists also fared relatively well, 
but the contrast was much less striking than that for the better paid groups 
in each discipline. Salaries of $7,800 or less were earned by one-tenth of the 
economists and salaries of $9,300 or less were earned by one-quarter of them. 

Those economists employed by educational institutions earned less than 
economists in other areas of employment but earned more than the academic 
salaries of most of the other social or physical scientists (Table 2). In the 
colleges and universities, the median economists’ salary of $10,100 was 


TABLE 2 
MEDIAN BASIC ANNUAL SALARIES OF SCIENTIFIC AND TECHNICAL PERSONNEL IN 
EDUCATION, FEDERAL GOVERNMENT, AND INDUSTRY, BY FIELD SPECIALIZATION, 1964 


NUMBER oF RESPONDENTS 
IN THOUBANDS 












FEID oF Indus- 
SPECIALIZATION Rep Fiai a 
ment | Busi- 
ness 
Social sciences 
Economics..... 1.2 3.3 
Statistics. ..... 0.6 1.0 
Psychology... 1.3 1.2 
Sociology...... 0.1 0.1 
Linguistics..... 0.1 0.1 





















Physics....... 12.0 9.6 2.8 8.5 
Chemistry..... 11.0 9.3 3.9 | 36.1 
Mathematics 11.0 8.7 1.1 6.6 
Biology....... 10.7 10.0 2.8 2.4 
Meteorology 10.6 10.5 1.8 0.5 
Earth sciences.| 10.3 8.8 2.2 7.3 
Agriculture 9.2 10.2 3.2 1.3 
Other surveyed 
fields.......... 11.1 8.3 1.5 | 10.3 
All surveyed fields} 11.0 22.6 | 78.8 





* Reporting both full-time salary and type of employer including the following types of 
employers, in addition to the three types specifically shown: state and local government, 
military and public health services, nonprofit organizations, self-employed, and others. 

Source: National Register of Scientific and Technical Personnel, 1964. 
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slightly below that of those in the fields of meteorology, statistics, and agri- 
culture but above the medians for seven other disciplines reported. It should 
be noted that the salaries paid by educational institutions are those reported, 
whether on an academic- or calendar-year basis. The fact that educational 
institutions frequently pay basic salaries for an academic year of 9-10 months 
doubtless helps to account for the relatively lower median salaries from educa- 
tional institutions of those in each of the fields of specialization. 

Taking all types of employment together, economists’ salaries not only 
ranked near the top in educational institutions but also were the highest re- 
ported in civilian government service and private business. The federal gov- 
ernment alone employed nearly one-eighth of the economists reporting full- 
time salaries, and the $13,700 median salary of these government economists 
was above that of the other professional groups by amounts ranging from 
$700 to $4,400 per year. Private industry and business employed one-third 
of the reporting economists as compared with two-fifths of the statisticians 
and much smaller proportions of the other social science groups. In private 
industry, the economists’ median salary of $14,400 was closely comparable 
to those for psychologists and sociologists but was from $900 to $5,400 above 
the median salaries of the other nine professional groups. 

The highest educational degrees of those in the entire group of 12,143 
respondents who recorded their greatest competence as being in economics 
were as follows: 


PhD. Mcaiieveimtecese wns 5,091 
Masters .............0206- 4,204 
Bachelors ................- 2,613 
Other ees areena siie 9A 
No report .....---......5. 143 

TOL A E 12,143 


The major types of the current (1964) employers of the 12,143 economists, 
as here defined, were represented as follows: 


Educational institutions ..... 5,061 Self-employed ............. 195 
Industry and business ...... 3,967 Military; public health ..... 83 
Federal government ........ 1,274 Other employers ........... 207 
Nonprofit organizations ..... 465 Employer types not reported. 97 
State and local government .. 284 Not employed ........... .. 510 

Total saat ntesasuieracass 12,143 


The primary work activities of the 12,143 economists were reported by 
them in broad groupings as follows: 
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Management or administration ......... 3,534 
Of research and development ........ 1,288 
Other management or administration . .2,246 
Teaching 5 cc.sie/sie wae irks EEEE ee 3,469 
Research and development: ............ 1,927 
Applied research .........-.00.0006- 1,296 
Basic research ........0.ceeeeeeeees 584 
Production and inspection ............. 1,215 
Other work activities’ ..............00. 1,091 
Work activity not reported ............ 397 
Not employed ........... cee eeeeeee 510 
Potala enara n re aoni 12,143 


The count of 12,143 persons with greatest professional competence in 
economics resulted from a screening of the responses to questionnaires dis- 
tributed, not only by the American Economic Association, but also by the 
other professional societies which cooperated in the 1964 National Register. 
The response from those questionnaires distributed by the A.E.A. was ap- 
proximately 70 percent. 

These limited observations on the salaries and characteristics of economists 
are reported here, in advance of any detailed analysis of the data to be made 
available, for two reasons: (1) To call timely attention to salary data avail- 
able for the first time for economists and other social scientists as of 1964. 
(2) To invite suggestions as to the types of analysis of these data which 
members of the American Economic Association believe might be especially 
useful or revealing. 

The appended list of selected items on the National Register questionnaire 
indicates the rich variety of possible types of cross-tabulation and analysis 
which might be undertaken. Of course, any attempt to deal critically with 
all of the possible combinations of these data would result in a report of 
unwieldy size and questionable utility. 

A limited supply of an eight-page report by the National Science Founda- 
tion, Reviews of Data on Science Resources, “Salaries and Professional Char- 
acteristics of U.S. Scientists, 1964,” NSF 64-27, Vol. I, No. 2, December, 
1964, containing comparable and more detailed data for twelve disciplines 
may be obtained from the office of the Association or may be purchased from 
the Superintendent of Documents, U.S. Government Printing Office (5 cents 
a copy). 

The undersigned have been appointed by the A.E.A. as a committee to 
work with the National Science Foundation in analyzing and presenting the 
data on economists from the 1964 National Register. Any suggestions and 
expressions of particular interests should be addressed to the Committee’s 
chairman, N. Arnold Tolles (264 Ives Hall, N. Y. S. School of Industrial 
and Labor Relations, Cornell University, Ithaca, New York 14850). 

Respectfully submitted, 

N. ARNOLD Totes, Chairman 
Ewan CLAGUE 
ALICE Hanson JONES 
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List of Selected Items on the 1964 National Register Questionnaire 
Date of birth 
State or country of birth 
oer or country of secondary school graduation 


» STisenship 
` Respondents classification (15 categories, such as: economics, sociology, chemistry, etc.) 


For Each Earned C ollegiate Degree: 


7, Level of degree 

8. Name of college, university or other institution 

9. Year degree granted 

10. Major subject 

11. Minor subject 
Current employment status (9 categories, such as: full-time professionally employed ; 
student, part-time employed; not employed; retired; etc.) 


Principal Current Employment 


13. Metropolitan area and state 

14. Type of employer (14 categories, such as: private industry or business; ` self- 
employed; nonprofit organizations; etc.) 

15. Employment specialty—under Economics: 

(a) Major groups: (1) General Economic Theory, (2) Economic History; 
History of Thought, (3) Economic Systems: Development and Planning, 
(4) Economic Statistics, (5) Monetary and Fiscal Theory and Institution, 
(6) International Economics, (7) Business Finance and Administration; 
Marketing and Accounting, (8) Industrial Organizations; Government and 
Business; Industry Studies, (9) Land Economics, (10) Labor Economics, 
on Population; Welfare Programs; Standards of Living, (12) Economics, 

er 

(b) Detailed Specialties: Under major groups 1 to 11 above, a total of 60 
subareas, such as: economic fluctuations, macroeconomic theory, micro- 
economic theory, etc. 

16. Primary and secondary professional work activity (10 categories, such as: man- 
agement or administration of research and development; basic research, applied 
research, etc.—If “teaching,” academic rank.) 

17, Current work sponsored by U. S. government funds (If “yes,” which of 10 pro- 
grams, such as: agriculture, atomic energy, etc.) 


. Basic annual salary (If academically employed, 9-10 or 11-12 month periods dis- 


tinguished.) 


. Estimated gross annual professional income 
. Years of professional experience 
. Specialized competence (1 to 4 specialties in decreasing order of competence, based 


on respondent’s evaluation of his own “total educational and work experience.” For 
list of specialties, see item 15, above.) 


. Specialized knowledge of foreign areas (name of country) 
. Professional society memberships (17 categories, such as: American Economic Asso- 


ciation, American Farm Economic Association, etc.) 


REPORT OF REPRESENTATIVE TO THE 
SOCIAL SCIENCE RESEARCH COUNCIL 


The main new development of interest is a revision in Council policy affect- 
ing research training fellowships and faculty research grants. Both of these 
programs have been in operation for nearly forty years. Over the last decade + 
many new nationwide programs in the same field have been developed with 
quite generous financial support, and these have been supplemented by a 
number of specialized programs as well, some of which have originated from: 
within the Council itself, In result, the Board of Directors of the S.S.R.C. de- 
cided that the two programs should be reformulated with the intention of 
concentrating efforts upon grants to a smaller number of unusually talented 
persons who show real promise of breaking new research ground in the social 
sciences and who are unable to obtain support from other channels. This 
change of emphasis will permit the Council to make larger grants than it has 
in the past and to concentrate these awards upon individuals that show real 
promise of developing original ideas. 

Grorcz H. HILDEBRAND 
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1965 


FIRST SERIES 


The supply of those double starred is exhausted. For information apply to the Secretary. 


f; 


Volume I, 1886 


Price in paper 


**Report of Organization of the American Economic Association, Pp. 46. 


2-3. **Relation of the Modern Municipality to the Gas Supply. By E. J. James. 


pnan 


Sm 


Pp. 66. 
Co-operation in a Western City. By Albert Shaw. Pp. 106. 
**Co-operation in New England. By E. W. Bemis. Pp. 136. 
**Relation of the State to Industrial Action. By H. C. Adams. Pp. 85. 


Volume I, 1887 


**Three Phases of Co-operation in the West. By Amos G. Warner, Pp. 119. 

**Historical Sketch of the Finance of Pennsylvania. By T. K. Worthington. 
Pp. 106. 

**The Railway Question. By Edmund J. James, Pp. 68. 

**Early History of the English Woolen Industry. By W. J. Ashley. Pp. 85. 

** Mediaeval Guilds of England. By E. R. A. Seligman. Pp, 113. 

**Relation of Modern Municipalities to Quasi-public Works. By H. C. Adams 
and others. Pp. 87. 


Volume II, 1888 
Statistics in College, by C. D. Wright; Sociology and Political Economy, by 
F. H. Giddings; The -Tender Decisions, by E. J. James. Pp. 80. 
**Capital and Its Earnings. By John B. Clark. Pp. 69. 
The Manual Laboring Class, by F. A. Walker; Mine Labor in the Hocking 
Valley, by E. W. Bemis; Report of the Second Annual Meeting. Pp. 86. 


4-5. **Statistics and Economics, By Richmond Mayo-Smith, Pp. 127. 


6. 


**The Stability of Prices. By Simon N. Patten. Pp. 64. 


Volume IV, 1889 

**Contributions to the Wages Question: The Theory of Wages, by Stuart 
Wood; Possibility of a Scientific Law of Wages, by J. B. Clark. Pp. 69. 

Socialism in England. By Sidney Webb. Pp. 73. 

Road Legislation for the American State. By J. W. Jenks. Pp. 83. 

Third Annual Meeting: Report of the Proceedings. Pp. 123. 

**Malthus and Ricardo, by S. N. Patten; The Study of Statistics, by D. R. 
Dewey; Analysis in Political Economy, by W. W. Folwell. Pp. 69. 

**An Honest Dollar. By E..Benjamin Andrews. Pp. 50. 
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Volume V, 1890 


1. **The Industrial Transition in Japan. By Yeijro Ono. Pp. 122. $1.00 
2. Two E on Child-Labor. By W. F. Willoughby and Clare de Graffenried. 
150. 75 
3-4, Papers on the Canal Question. By E. J. James and L. M. Haupt. Pp. 85. 1.00 
5. **History of the New York Property Tax. By J. C. Schwab. Pp. 108. 1.00 
6. **Educational Value of Political Economy. By S. N. Patten. Pp. 36. 75 
Volume VI, 1891 
1-2. Fourth Annual Meeting: Reports, Papers, Discussions, 1.00 
3. **Government Forestry. Papers by Pinchot, Bowers, and Fernow. Pp. 102. 175 
4-5. **Municipal Ownership of Gas in the U.S. By E. W. Bemis. Pp. 185. 1.00 
6. State Railroad Commissions. By F. C. Clark. Pp. 110. 75 
Volume VII, 1892 
1. **The Silver Situation in the United States. By F. W. Taussig. Pp. 118. 75 
2-3. **Shifting and Incidence of Taxation. By E. R. A. Seligman. Pp. 424. (Re- 
vised. ü 2.00 
4-5. **Sinking Funds. By Edward A. Ross. Pp. 106. 1.00 
6. **The Reciprocity Treaty with Canada of 1854. By F. E. Haynes. Pp. 70. 75, 
Volume VIII, 1893 
1. Fifth Annual Meeting: Report of the Proceeding. Pp. 130. 75 
2-3. Housing of the Poor in American Cities. By M. T. Reynolds. Pp. 132. 1.00 
4-5. Public Assistance of the Poor in France. By E. G. Balch. Pp. 180. 1.00 
6. **First Stages of the Tariff Policy of the U.S. By William Hill. Pp. 162. 1.C0 
Volume IX, 1894 : ‘ 
Sixth Annual Meeting: Handbook and Report. Pp. 73. 50 
1-2. **Progressive Taxation in Theory and Practice, By Edwin R. A. Seligman. 
Pp. 222. (See 1908, No. 4.) 1.00 
3. **The Theory of Transportation. By c. H. Cooley. Pp. 148. 75 
4, **Sir William Petty. By Wilson Lloyd Bevan. Pp. 102. 75 
5-6. **Papers on Labor Problems. By J. B. Clark, C. D. Wright, D. R. Dewey, 
A. T. Hadley, and J. G. Brooks. Pp. 94. TS 
Volume X, 1895 
Seventh Annusl Meeting: Handbook and Report. Pp. 183. .50 
1-3. **The Canadian Banking System, 1817-1890. By R. M. Breckenridge. Pp. 478. 1.50 
4, Poor Laws of Massachusetts and New York. By John cummings. Pp. 136. 75 
5-6. Letters of Ricardo to McCulloch, 1816-1823. Edited by J. H. Hollander. 
Pp. 204. : -1.75 


Volume XI, 1896 
1-3. **Race Traits and Tendencies of the American Negro. By F. L. Hofman. 


Pp. 330. 1.25 
4. **Appreciation and Interest. By Irving: Fisher. Pp. 110. 75 


General Index to Volumes I-XI (1886-1896). : .25 


ECONOMIC STUDIES 
($2.50 per volume) 
Volume I, 1896 ` 


Eighth Annual Meeting: Handbook and Report. Pp. 78. 50 
1. **The Theory of Economic Progress, by J. B. Clark; The Relation of Changes 
in the Volume of the Currency to Prosperity, by F. A. Walker. Pp. 46. 50 


2. The Adjustment of Wages to Efficiency. Three Papers: Gain Sharing, by H. R. 
Towne; The Premium Plan, by F. A. Halsey; A Piece-Rate System, by 
F. W. Taylor. Pp. 83. 50 
3. **The Populist Movement. By Frank L. McVey. Pp. 81. 50 
4, The ou Monetary Situation. By W. Lexis; translated by John Cummings. 


Pp. 7 50 
5-6. **The Sredi Railway Problem in Cleveland. By W. R. Hopkins, Pp. 94. 75 
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Volume II, 1897 


Ninth Annual Meeting: Handbook and Report. Pp. 162. $ .50 
1. **Economics and Jurisprudence. By Henry C. Adams. Pp. 48. 50 
2. The Saloon Question in Chicago. By John E. George. Pp. 62. 50 
3. The General Property Tax in California. By C. C. Plehn. Pp. 88. .50 
4. Area and Population of the United States at the Eleventh Census, By W. F. 
Willcox. Pp. 60. .50 
5. **A Discussion Concerning the Currencies of the British Plantations in America, 
etc. By William Douglass. Edited by C. J. Bullock. Pp. 228. 50 
6. Density and Distribution of Population in the United States at the Eleventh 
Census. By W. F. Willcox. Pp. 79. 50 
i Volume IÑ, 1898 
Tenth Annual Meeting: Handbook and Report. Pp. 136. .50 
1. **Government by Injunction. By William H. Dunbar. Pp. 44 50 
2. **Economic Aspects of Railroad Receiverships. By H. H. Swain. Pp. 118. 50 
3. The Ohio Tax Inquisitor Law. By T. N. Carver. Pp. 50. 50 
4. The American Federation of Labor. By Morton A. Aldrich. Pp. 54. 50 
5. Housing of the Working People in Yonkers. By E. L. Bogart. Pp. 82. 50 
6. The State Purchase of Railways in Switzerland. By Horace Michelle; translated * 
by John Cummings. Pp. 72. 50 
Volume IV, 1899 
Eleventh Annual Meeting: Handbook and Report. Pp. 126. 50 
1. I. Economics and Politics. By A. T. Hadley. II. Report on Currency Reform. 
IO. Report on the Twelfth Census. Pp. 70. 50 
- **Personal Competition. By Charles H. Cooley. Pp. 104. .50 
Economics as a School Study. By F. R. Clow. Pp. 72. 50 
ce The English Income Tax. By J. A. Hill. Pp. 162. 1.00 
6. **Effects of Recent Changes in Monetary Standards upon the (Distribution of 
Wealth. By F. S. Kinder. Pp. 91. 50 
NEW SERIES 
1. **The Cotton Industry. By M. B. Hammond. Pp. 382. 1.50 
2. Scope and Method of the Twelfth Census. Critical discussion by over twenty 
statistical experts. Pp. 625. 2.00 
THIRD SERIES 


Note—During 1896-1899 the Association issued its publications in two series, vis., the 
bimonthly Economic Studies, and the “New Series” of larger monographs printed at 
irregular intervals. In 1900 it reverted to the policy of issuing its monographs, now called 
the “Third Series’ of the publications, at quarterly intervals. 

Price per volume, $4.00. 


Volume I, 1900 


1. Twelfth Annual Meeting: Papers on Economic Theory and Political Morality; 
Trusts; Railroad Problems; Public Finance; Consumers’ League; Twelfth 


Census. Pp. 186. 1.00 
2. **The End of Villeinage in England. By T. W. Page. Pp. 99. 1.00 
3. **Essays in Colonial Finance, By Members of the Association. Pp. 303. 1.50 
4. **Currency and Banking in the Province of Massachusetts Bay. By A. McF. 

Davis. Part I: Currency. Pp. 464 + 91 photogravure plates. 1.75 


Volume II, 190i 


1. **Thirteenth Annual Meeting; Papers on Competition; Commercial Education; 
Economic Theory; Taxation of Quasi-public Corporations; Municipal Ac- 


counts. Pp. 300. 1.25 
2. **Currency and Banking. By A. McF. Davis. Part II: Banking. Pp. 341 + 18 

photogravure plates. 1.75 
3. **Theory of Value before Adam Smith. By Hannah R. Sewall Pp. 132. 1.00 | 


4. Administration of City Finances in the U.S. By F. R. Clow. Pp. 144. 1.00 
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Volume IJI, 1902 
**Fourteenth Annual Meeting: Papers on International Trade; Industrial Policy; 
Public Finance; Protective Tariff; Negro Problem; Arbitration of Labor 
Disputes in Coal Mining Industry; Porto Rican Finance; Economic His- 


tory. Pp. 400. $1.50 
**The Negro in Africa and America. By Joseph A. Tillinghast. Pp. 240. 1.25 
Taxation in New Hampshire. By M. H. Robinson. Pp. 232. 1.25 
**Rent in Modern Economic Theory. By Alvin S. Johnson. Pp. 136. 15 


Volume IV, 1903 

Fifteenth Annual Meeting: Papers and Discussions on Economic and Social 

Progress; Trade Unions and the Open Shop; Railway Regulation; Theory 

of Wages; Theory of Rent; Oriental Currency Problem. Pp. 298. 1.25 
Ethnic Factors in the Population of Boston. By F. A. Bushee. Pp. 171. 1.00 
History of Contract Labor in the Hawaiian Islands. By Catharine Coman. Pp. 74. .75 
¥**The Income Tax in the Commonwealth of the United States. By Delos O. 

Kinsman. Pp. 134, i 1.00 


Volume V, 1904 
**Sixteenth Annual Meeting. Papers and Proceedings published in two parts. 
Part I—Papers and Discussions on Southern icultural and Industrial Prob- 
lems; Social Aspects of Economic Law; Relations between Rent and Inter- 
est. Pp. 240. 1,00 
Part U—Papers and Discussions on The Management of the Surplus Reserve; 
Theory of Loan Credit in Relation to Corporation Economics; State Taxa- 
tion of Interstate Commerce; Trusts; Theory of Social Causation. Pp. 203. 1.00 
Monopolistic Combinations in the German Coal Industry. By Francis Walker. 


Pp. 340, ‘ 1.25 
**The Influence of Farm Machinery on Production and Labor. By Hadley Win- 
field Quaintance. Pp. 110. ; 75 


Volume VI, 1905 
Seventeenth Annual Meeting. Papers and Proceedings published in two parts. 
Part I—Papers and Discussions on the Doctrine of Free Trade; Theory of 
Prices; Theory of Money; Open Shop or Closed Shop. Pp. 226. 1,00 
Part Il—Papers and Discussions on Government Interference with Industrial 
Combinations; Regulation of Railway Rates; Taxation of Railways; Pref- 
erential Tarifis and Reciprocity; Inclosure Movement; Economie History 
~of the United States. Pp. 270. 1.00 
**The History and Theory of Shipping Subsidies. By R. Meeker. Pp. 230. 1.00 
Factory Legislation in the State of New York. By F. R. Fairchild. Pp. 218. 1.00 


Volume VH, 1906 
Eighteenth Annual Meeting: Papers and Discussions on The Love of Wealth and 
the Public Service; Theory of Distribution; Governmental Regulation of 
Railway Rates; Municipal Ownership; Labor Disputes; The Economic 


Future of the Negro. Pp. 325. 1.00 
**Railroad Rate Control. By H. S. Smalley. Pp. 147. 1.00 
On Collective Phenomena and the Scientific Value of Statistical Date. By 

E. G. F. Gryzanovski. Pp. 48. £ T5 
Handbook of the Association, 1906. Pp. 48. .25 
The Aaa of the Gros Receipts of Railways in Wisconsin. By G. E. Snider. 

. 138. 1.00 


Volume VIII, 1907 
Nineteenth Annual Meeting: Papers and Discussions on Modern Standards of 
Business Honor; Wages as Determined by Arbitration; Commercial Edu- 
cation; Money and Banking; Western Civilization and Birth Rate; Eco- 
nomic History; Government Regulation of Insurance; Trusts and Tariff; 


Child Labor. Pp. 268. : 1.00 
**Historical Sketch of the Finances and Financial Policy of Massachusetts, from 
1780 to 1905. By C. J. Bullock. Pp. 144. 1.00 


Handbook of the Association, 1907. Pp. 50. .25 
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**The Labor Legislation of Connecticut. By Alba M. Edwards. Pp. 322. $1.00 
The Growth of Large Fortunes. By G. P. Watkins. Pp. 170. 1.00 


pt 


Volume IX, 1908 > 
Handbook of the Association, 1908. Pp. 49. 25 
1. Twentieth Annual Meeting: Papers and Discussions on Principles of Government 
Control of Business; Are Savings Income; Agricultural Economics; Money 
and Banking; Agreements in Political Economy; Labor Legislation; Rela- 
tion of the Federal Treasury to the Money Market; Public Service Com- 


missions. Pp. 311. 1.25 
2. Chicago Traction. By R. E. Heilman. Pp. 131. 1.00 
3. Factory Legislation of Rhode Island. By J. K. Towles. Pp. 119. 1.00 
4. **Progressive Taxation in Theory and Practice. Revised Edition. By E. R. A. 

Seligman. Pp. 334. 1.25 


Volume X, 1909 
1. Twenty-first Annual Meeting: Papers and Discussions on The. Making of Eco- 
nomic Literature; Collective Bargaining; Round Table on Accounting; 
Labor Legislation; Employers’ Liability; Canadian Industrial-Disputes Act; 
Modern Industry and Family Life; Agricultural Economics; Transporta- , 
tion; Revision of the Tariff; A Central Bank; The National Monetary 
Commission; Capitalization of Public Service Corporations in Massa- 


chusetts. Pp. 432. 1.50 
2. Handbook of the Association, 1909. Pp. 59. .25 
3. **The Printers. By George E. Barnett. Pp. 379. 1.50 
4, Life Insurance Reform in New York. By W. H. Price. Pp. 95. 75 


Volume XI, 1910 
1. **Twenty-second Annual Meeting: Papers and Disscussions on History of the 
Association; Observation in Economics; Economic Dynamics; Theory of 
Wages; Country Life; Valuation of Public Service ore Trusts; 


Taxation. Pp. 386. . 150 
2. **Handbook of the Association, 1910. Pp. 79. .25 
3. The Child Labor Policy of New Jersey. By A. S. Field. Pp. 229. 1.25 
4. The American Silk Industry and the Tariff. By F. R. Mason. Pp. 178. 1.00 


THE ECONOMIC BULLETIN 


Published quarterly in 1908, 1909, and 1910, and containing personal notes, news of 
the economic world, announcements of special lines of investigation, and a classified and 
annotated bibliography of the current books and articles on economic subjects. 


Volume I, 1908, Four numbers. $2.00; each .60 
Volume H, 1909. Four numbers. $2.00; each .60 
Volume DI, 1910. Four numbers. $2.00; each .60 


FOURTH SERIES 


Volume I, 1911 
The American Economic Review, March, June, September, and December 
Twenty-third Annual Meeting: 
Papers and Discussions on the Significance of a Comprehensive System of 
Education; Money and Prices; The Ricardo Centenary; Accounting; 
Canals and Railways; Population and Immigration; Labor Legislation; 
Taxation; A Definition of Socialism; Competition in the Fur Trade. Pp. 


388. 
Handbook of the Association, 1911. 


Volume I, 1912 
The American Economic Review, March, June, September, and December 
Supplement.—Twenty-fourth Annual Meeting: 
Papers and Proceedings, The Economic Utilization of History; Tariff Legis- 
lation; The Federal Budget; Rural Conditions; Selection of Population by 
igration; The Price Concept; An International Commission on the Cost 
of Living; Industrial Efficiency. Pp. 146. 
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Volume M, 1913 
The American Economic Review, March June, September, and December 
Supplement.—Twenty-fifth Annual Meeting: 
; Papers and Proceedings. Population or Prosperity; The Rising Cost of Liv- 
ing—Standardizing the Dollar; Banking Reform; Theories of Distribution; 
Farm Management; Governmental Price Regulation. Pp. 155. 
**Supplement.—Handbook of the Association, 1913. 


Volume IV, 1914 
The American Economic Review, March, June, September, and December 
Supplement.—Twenty-sixth Annual Meeting: 
Papers and Proceedings. The Increasing Governmental Control of Economic 
Life; The Control of Public Utilities; Railroad Rate Making; Syndicalism; 
Trust Decisions and Business. Pp, 211. 


Volume V, 1915 
The American Economic Review, March, June, September, and December 
Supplement.—Twenty-seventh Annual Meeting: 
Papers and Proceedings. Economics and the Law; Regulation of the Stock 
Exchanges; Market Distribution; Statistical Work of the United States 
Government; Relation of Education to Industrial Efficiency; The Effect of 
Income and ‘Inheritance Taxes on the Distribution of Wealth; Public Regu- 
lation of Wages. Pp. 323. 


Volume VI, 1916 
The American Economic Review, March, June, September, and December 
Supplement.—Twenty-eighth Annual Meeting: 
Papers and Proceedings. The Apportionment of Representatives; Effect of 
the War on Foreign Trade; Budget Making and the Increased Cost of 
Government; Economic Costs of War; Economic Theorizing and Scientific 
Progress; The Role of Money in Economic Theory; Price Maintenance; 
Investment of Foreign Capital. Pp. 248. 
**Supplement.—Handbook of the Association, 1916. 


Volume VII, 1917 
The American Economic Review, March, June, September, and December 
Supplement—Twenty-ninth Annual Meeting: 
Papers and Proceedings. The National Point of View in Economics; Landed 
Property; Two Dimensions of Economic Productivity; Some Social Surveys 
in Iowa; The Land Problem and Rural Welfare; The Federal Farm Loan 
Act; Statistics of the Concentration of Wealth; Gold Supply at the Close 
of the War; Loans and Taxes in War Finance; Problems of Population 
after the War; Some Phases of the Minimum Wage. Pp. 275. 
Supplement.—Index to the Publications, 1886-1910. 


Volume VIII, 1918 
The American Economic Review, March, June, September, and December 
Supplement.—Thirtieth Annual Meeting: 
Papers and Proceedings, Economic Reconstruction; Federal Taxes upon In- 
come and Excess Profits; Land Utilization and Colonization; Federal Val- 
uation of Railroads; Co-ordination of Employment Bureaus; Control of 
the Acquisition of Wealth; Motives in Economic Life; Price-Fixing Prob- 
lems of Governmental Efficiency; Economic Alliances and Tariff Adjust- 
ments, Pp. 317. 


Volume IX, 1919 
The American Economic Review, March, June, September, and December 
Supplement.—Thirty-first Annual Meeting: 
Papers and Proceedings. Economists in Public Service; Interest on Invest- 
ment a Manufacturing Cost Factor; Control of Marketing Methods and 
Costs; War and.the Supply of Capital; War and the Rate of Interest; 
Index of the Cost of Living; Securing the Initiative of the Workmap; A 
Legal Dismissal Wage; After-War Gold Policies; Foreign Exchange; Sta- 
bilizing the Dollar; Tenancy of Landed Property; Price-Fixing; Economic 
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Theory in an Era of Readjustment; Psychology and Economics; The Open 
Door and Colonial Policy; Reports of Committees on Foreign Trade and 
Purchasing Power of Money. Pp. 368. 

Supplement No. 2—Report of the Committee on War Finance. Pp. 142. 

**Supplement No. 3—-Handbook of the Association, 1919. 


Volume X, 1920 


The American Economic Review, March, June, September, and December 

Supplement.—Thirty-second Annual Meeting: 
Papers and Proceedings. Excess Profits Taxation; Germany’s Reparation 
Payments; International Supervision over Foreign Investments; Results of 
a Balanced Industrial System; Employee’s Representation in Management 
of Industry; Prices and Reconstruction; Banking Policy and Prices; Large- 
Scale Marketing; Reports of Committees on Foreign Trade, Co-ordination 
in Taxation, Census Advisory Committee. Pp. 278. 

Supplement No. 2—Taxation of Excess Profits in Great Britain. Pp. 244. 


Volume XI, 1921 


The American Economic Review, March, June, September, and December 
Supplement.—Thirty-third Annual Meeting: ` 


Papers and Proceedings. The Railroad Situation; Our Foreign Trade Bal- ` 


ance; Problems of the Bituminous Coal Industry; Traditional Economic 
Theory; Non-Euclidean Economics; Federal Taxation of Profits and In- 
come; Teaching of Elementary. Economics. Pp. 194. 

Supplement No. 2.—Karelsen Prize Essays, on What Can a Man Afford? Pp. 118. 


Volume XH, 1922 
The American Economic Review, March, June, September, and December 
Supplement.—Thirty-fourth Annual Meeting : 
Papers and Proceedings. Business Cycles; American Trade Unionism; The 
Railroads; Workmen’s Compensation; Federation in Central America; 
Teaching of Elementary Economics; The Chain Store Grocer; Economics 
and Ethics, Pp. 194. 
**Supplement No. 2—Handbook of the Association, 1922. - 


Volume XILI, 1923 
The American Economic Review, March, June, September, and December 
Supplement.—Thirty-fifth Annual Meeting: 
Papers and Proceedings. Trend of Prices; Trend of Rate of Interest and 
Investment; Outlook for Wages and Employment; Overhead Costs; Com- 
mercial Rent and Profits; Labor Turnover; Factors in Wage Determina- 
tions; Income of Farmers; Large-Scale Production and Merchandising; 
Marketing Farm Products; Bureau of Business Research. Pp. 293. 


Volume XIV, 1924 
The American Economic Review, March, June, September, and December 
Supplement.—Thirty-sixth Annual Meeting: 
Papers and Proceedings. International Trade and Commercial Policy; Rail- 
road: Consolidation; Economic Theory; Transportation; American Foreign 
Trade; Marketing. Pp. 192. 
**Supplement No. 2—Handbook of the Association, 1924. 


Volume XV, 1925 
The American Economic Review, March, June, September, and December 
Supplement.—Thirty-seventh Annual Meeting: 
Papers and Proceedings. The Economics of Advertising; Problems of Eco- 
nomic Theory; Transportation; Marketing; Giant Power; The Teaching of 
Business and Economics; Business Administration; Monetary Stabilization; 
Foreign Service Training; Highway Economics; Psychological Problems of 
Industry. Pp. 165. 
Supplement No. 2.—Babson Prize Essay, on Forecasting the Price of Hogs. Pp. 22. 
è : 


Volume XVI, 1926 
The American Economic Review, March, June, September, and December 
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Supplement.—Thirty-eighth Annual Meeting: 
Papers and Proceedings. Movement of Real Wages; Teaching of Eco- 
nomics; Consuming Power of Labor and Business Fluctuations; Economic 
Problems Involved in the Payment of International Debts; Economics and 
Geography; Agriculture in Our National Policy; Tariff "Making; Trade 
Associations; Theory of Wages; Reducing the Costs of Marketing; Topics 
in Economie History; Railway Problems; Land Economics; Federal Re- 
serve Policies. Pp. 353. 

**Supplement No. 2.—Handbook of the Association, 1926. 


Volume XVII, 1927 

The American Economic Review, March, June, September, and December 

Supplement.— -ninth Annual Meeting : 
Papers and Proceedings. Economics of Prohibition; Economic History; Use 
of the Quantitative Method in the Study of Economic Theory; Present- 
Day Corporation Problems; American Practices Analogous to Foreign Con- 
trols over Raw Materials; Marketing; Interest Theory and Price Move- 
ments; Problem of Effective Public Utility Regulation; Immigration Re- 
striction—-Economic Results and Prospects; Family Budgets; Motor Trans- 
portation in the United States. Pp. 218. 

Supplement No. 2.—Report of the Dinner in Honor of Professor John Bates Clark. 

p. 18. 


Volume XVI, 1928 

The American Economic Review, March, June, September, and December 

Supplement No. 2.—Handbook of the Association, 1928. 

Supplement.—Fortieth Annual Meeting: 
Papers and Proceedings. Land Economics; Marketing; Present Status and 
Future Prospects of Quantitative Economics; Post-War Fluctuations of 
Commodity Prices; Relationship between Departments of Economics and 
Collegiate Schools of Business; Economic History; Simplification of the 
Federal Income Tax; Economic Significance of the Increased Efficiency of 
American Industry; ‘An Approach to the Law of Production and Its Rela- 
tion to the Welfare of the Wage-Earner; Meaning of Valuation; Railroad 
Valuation with Special Reference to the O'Fallon Decision; Interest Rates 
As Factors in the Business Cycle; Should the Debt Settlements Be Revised; 
An Examination of the Reasons for Revision of the Debt Settlements. 


Pp. 305. 


Volume XTX, 1929 


The American Economic Review, March, June, September, and December 

Supplement.—Forty-first Annual Meeting : 
Papers and Proceedings. Market Shifts, Price Movements, and Employ- 
ment; Some Observations on Unemployment Insurance; Marketing; Land 
Economics; Law and Economics; Price Stabilization; London and the 
Trade Cycle; Federal Reserve Policy and Brokers’ Loans; Central Plan- 
ning of Production in Soviet Russia; Intermational Differences in the Labor 
Movement; Tariff Making in the United States; Economic History; Lo- 
cality Distribution of Industries; Regulation of Electric Light and Power 
Utilities; An Inductive Study of Publicly Owned and Operated vs. Pri- 
vately Owned but Regulated Public Utilities; Regulation of the Common 
Carrier; Commercial Motor Vehicle and the Public. Pp. 284. \ 


Volume XX, 1930 


The American Economic Review, March, June, September, and December 

Supplement.—Forty-second Annual Meeting: 
Papers and Proceedings, Economic History; Public Works Plan and Unem- 
ployment; Theory of Economic Dynamics as Related to Industrial Instabil- 
ity; Chief Economic Problems of Mexico; Reparations Settlement and the 
International Flow of Capital; Federal Reserve Board—Its Probleme and 
aan oo and Social Consequences of Mechanization in Agriculture 
an 214. 
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Volume XXI, 1931 


The Arerian Economic Review, March, June, September, and December 

Supplement.—Forty-third Annual Meeting : 
Papers and Proceedings. Decline of Laissez Faire; Small Loan Business; So- 
cial and Economic Aspects of Chain Stores; Russian Economic Situation; 
Trustification and Economic Theory; Persistence of the Merger Movement; 
Program of the Federal Farm Board; Social Implications of Restriction of 
Agricultural Output; Land Economics and Real Estate; Institutionalism— 
What It Is and What It Hopes to Become; An Approach to World Eco- 
nomics; International Industrial Relations—Migration of Enterprise and 
Policies Affecting It; World-Wide Depression of 1930; Present Depres- 
sion—A Tentative Diagnosis; Power and Propaganda; Failure of Electric 
Light and Power Regulation and Some Proposed Remedies. Pp. 302. 

**Supplement No. 2.—Handbook of the Association, 1931. 


Volume XXII, 1932 
The American Economic Review, March, June, September, and December 
Supplement.—Forty-fourth Annual Meeting: 
Papers and Proceedings. Private Enterprise in Economic History; Shorter 


Working Time and Unemployment; Quantitative Economics; Theory of ° 


Technological Frogres ess and the Dislocation of Employment; Measurement 
of Productivity ges and the Displacement of Labor; Stabilization of 
Business and Employment; Principle of Planning and the Institution of 
Laissez Faire; Institutional Economics; Elasticity of Demand as a Useful 
Marketing Concept; Investments of Life Insurance Companies; Real Estate 
in the Business Cycle; Investments and National Policy of the United 
States in Latin America; Recent Changes in the Character of Bank Lia- 
bilities and the Problem of Bank Reserves; Bank Failures in the United 
States; Transportation by Rail and Otherwise; Our Changing Transporta- 
tion System. Pp. 306. 


Volume XXII, 1933 
The American Economic Review, TARE June, September, and December 
Supplement.—Forty-fifth Annual Meeting: 
Papers and Proceedings. Rise of Monopoly in the United States; Record of 
Insurance in the Depression; Some Theoretical Aspects of Unemployment 
Reserves; The Economics of Unemployment Relief; American Economic 
Thought; Formation of Capital; Measurement and Relation to Economic 
Instability; Size of Business Unit as a Factor in Efficiency of Marketing; 
Reserve Bank Policy and Economic Planning; Federal Reserve Policy in 
World Monetary .Chaos; Tariff Reform: The Case for Bargaining; Specula- 
tion in Suburban Lands; Real Estate Speculation and the Depression. Pp. 


206. 
**Supplement No. 2.—Handbook of the Association, 1933. 


Volume XXIV, 1934 
The American Economic Review, March, June, September, and December 
Supplement.—F orty-sixth Annual Meetin 
Papers and Proceedings. The History of Recovery; Public Utilities in the 
Depression; Imperfect Competition; Fundamentals of a National Transpor- 
tation Policy; Correlation of Rail and Highway Transportation; Marketing 
under Recovery Legislation; Economics of the Recovery Act; Measurement 
of Unemployment; Controlled Inflation; Banking Act of 1933—An Ap- 
praisal; Some Statistics on the Gold Situation; Problem of Tax De- 
linquency; The Problem of Expanding Governmental Activities; The Eco- 
nomics of Public Works. Pp. 224. ` 


Volume XXV, 1935 
The American Economic Review, March, June, September, and December 
Supplement.—Forty-seventh Annual Meeting: 
Papers and Proceedings. NRA Examined; Rate-making Problems of TVA; 
New Deal and: the Teaching of Economics; Paths of Economic Change; 
Business Enterprise and the Organization of Production; Changes in the 
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Character, Structure, and Conditions of Production; International Aspects 
of Problems of Production and Trade; International Movements of Capi- 
tal; Our Commercial Banking System; Aspects of Co-ordination and Fi- 
nance; Some Lessons Drawn from European Experience; Nationalism; 
Security Regulation and Speculation; Monetary Stabilization from an In- 
ternational Point of View; Monetary Stabiliation from a National Point 
of View; Decentralization of Population and Industry; Co-ordination of 
State and Local Finance; Relief Aspects of the New Deal; Unified Program 
for the Unemployed. Pp. 240. 


Volume XXVI, 1936 

The American Economic Review, March, June, September, and December 

Supplement.—Forty-eighth Annual Meeting: 
Papers and Proceedings. Some Distinguishing Characteristics of the Current - 
Recovery; Price Theories and Market Realities; Notes on Inflexible Prices; 
Effect of the Depression upon Earnings and Prices of Regulated and Non- 
regulated Industries; Size ‘of Plants in Its Relation to Price Control and 
Price Flexibility; Requisites of Free Competition; Monopolistic Competi- 
tion and Public Policy; Banking Act of 1935; Recent Legislation and the 
Banking Situation; Economic Aspects of an Integrated Social Security Pro- 
gram; Capital Formation; Trade Agreements Program and American Agri- 
culture; Founding and Early History of the American Economic Associa- 
tion; Developments in Economic Theory; Federal Revenue Act of 1935; 
Relations between Federal, State, and Local Finances; Equalization of 
Local Government Resources; Adjustment to Instability; Transportation 
Problems; Fifty Years’ Developments in Ideas of Human Nature and a 
Motivation; Institutional Economics; Place of Marginal Economics in a 
Collectivist System; Problem of Prices and Valuation in the Soviet System; 
Effects of New Deal Legislation on Industrial Relations; Report of the 
Fiftieth Anniversary Dinner. Pp. 350. 

**Supplement No, 2—Handbook of the Association, 1936. 


Volume XXVII, 1937 
The American Economic Review, March, June, September, and Décember 
Supplement.—Forty-ninth Annual Meeting: 
Papers and Proceedings. Economic Interdependence, Present and Future; 
Quantitative and Qualitative Changes in International Trade During the 
Depression; Current Tendencies in Commercial Policy; Trade Problem of 
the Pacific; Analysis of the- Nature of American Public Debts; Limits to 
Possible Debt Burdens, Federal, State, and Local; Debt Retirement and the 
Budget; United States Debt—Distribution among Holders and Present 
Status; Federal-State Unemployment Compensation Provisions of the 
Social Security Act; Unemployment Relief and Insurance; Economic Prob- 
lems Arising from Social Security Taxes and Reserves; The Situation’ of 
Gold Today in Relation to World Currencies; Mechanisms and Objectives 
for the Control of Exchange; The Adequacy of Existing Currency ’Mech- 
anisms Under Varying Circumstances; Present Situation of Inadequate 
Housing; Financing of Housing; Some Economic Implications of Modern 
Housing; Managed Currency; A Critique of Federal Personnel Policies as 
Applied to Professional Social Science Positions; New Opportunities for 
Economists and Statisticians in Federal Employment; Government Em- 
ployment as a Professional Career in Economics; Indicia of Recovery; 
Housing and Housing Research; Distribution of Purchasing Power and 
Business Fluctuations; Forecast of Power Development; The Possibility of 
a Scientific Electrical Rate System; Co-ordination of Public and Private 
Power Interests in European Countries; Recent Developments in the 
Theory of Speculation; Control of Speculation under the Securities Ex- 
change Act; Unorganized Speculation: the Possibility of Control. Pp. 333. 


Volume XXVII, 1938 
The American Economic Review, March, June, September, and December 
Supplement.—Fiftieth Annual Meeting : 
Papers and Proceedings. The ee of Marxian Economics for Pres- 
ent-day Economic Theory; The Significance of Marxian Economics for 
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Current Trends of Governmental Policy; ‘The Rate of Interest; Security 
Markets and the Investment Process; Relation of Price Policy to Fluctua- 
tions of Investment; General Interest Theory; Rate of Interest; Security 
Regulation; Corporate Price Policies; Fiscal Policies; Rate of Consump- 
tion; Wage Rates; Social Security Program; Rate of Consumption; Dur- 
able Consumers Goods; Wage Policies. Pp. 192. 

Supplement No. 2.—Handbook of the Association, 1938. _ 


Volume XXTX, 1939 
° The American Economic Review, March, June, September, and December 
Supplement.—Fifty-first Annual Meeting: 

Papers and Proceedings. Problem of Industrial Growth in a Mature Econ- 
omy; Effects of Current and Prospective Technological Developments upon 
Capital Formation; Public Investment in the United States; Expansion and 
Contraction in the American Economy; Effect of Industrial and Techno- 
logical Developments upon Demand for Capital; Role of Public Investment 
and Consumer Capital Formation; Income ard Capital Formation; Price 
and Production Policies of Large-Scale Enterprise; Changing Distribution 
Channels; Financial Control of Large-Scale Enterprise; Pure Theory of 
Production; Changing Character of American Industrial Relations; Wages + 
and Hours in Relation to Innovations and Capital Formation; Effect of 
Wage Increase upon Employment; Relation of Wage Policies and Price 
` Policies; An Appraisal of Factors Which Stopped Short the Recovery De- 
velopment in the United States; Fiscal Policy in the Business Cycle; An 
Appraisal of the Workability of Compensatory Devices; Divergencies in the 
Development of Recovery in Various Countries; Factors Making for 
Change in Character of Business Cycle; Industrial Relations. Pp. 280. 


Volume XXX, 1940 


The American Economic Review, March, J une, September, and December 

Supplement.—Fifty-second Annual Meeting : 
Papers and Proceedings. Objectives of Monetary Policy; Economic Issues 
in Social Security Policy; Bank Deposits and the Business Cycle; Problems 
in the Teaching of Economics; Price Control Under “Fair Trade” Legisla- 
tion; Problems of American Commercial Policy; Transportation Problem; 
Preserving Competition Versus Regulating Monopoly; Theory of Interna- 
tional Trade; Collective Bargaining and Job Security; Banking Reform 
Through Supervisory Standards; Incidence of Taxation; Economic Plan- 
ning; Growth of Rigidity in Business; Economics of War; Population 
P Cost Functions and Their Relation to Imperfect Competition. 

. 436. 
Supplement No. 2.—Handbook of the Association, 1940. 
No. 5 (February, 1941) 
Fifty-third Annual Meeting (December, 1940): 

Papers and Proceedings. Gold and the Monetary System; Economic Re- 
search; Federal Budget; Economic Consequences of Deficit Financing; 
Teaching of Economics; Agricultural Situation; A Review of Fundamental 
Factors, an Evaluation of Public Measures, and an Appraisal of Prospects; 
Status and Role of Private Investment in the American Economy, 1940; 
Unemployment in the United States, 1930-50; Economic Consequences of 
War Since 1790; Some Economic Problems of War, Defense, and Postwar 
Reconstruction; United States in the World Economy, 1940; International 
Economic Relations and Problems of Commercial Policy; Price Policy and 
Price Behavior. Pp. 458. 


Volume XXXI, 1941 
The American Economic Review, March, June, September, and December 


Volume XXXII, 1942 
The American Economic Review, March, June, September, and December 
Supplemente Fifty-fourth Annual Meeting : 
Papers and Proceedings. Economic Adjustments After Wars; Problems of 
Taxation; Determinants of Investment Decisions; Problems of Interna- 


646 AMERICAN ECONOMIC ASSOCIATION 


tional Economic Policy for the United States; History of American Cor- 
porations; Problems of Labor Market Research; Co-ordination of Federal, 
State, and Local Fiscal Policy; Technical Aspects of Applying a Dismissal 
Wage to Defense Workers; Problems of International Economic Policy; 
Impact of National Defense and the War upon Public Utilities; Future of 
Interest Rates; Effect of Managerial Policy upon the Structure of American 
Business; Economic Effects of Wars; Economic Aspects of Reorganization , 
Under the Chandler Act; Economics of Industrial Research; Objectives in 
Applied Land Economics Curricula; Changing Position of the Banking Sys- 
tem and Its Implications for Monetary Policy; Determination of Wages; 
Economic Problems of American Cities; Cost and Demand Functions of 
the Individual Firm; Problems of Price Control; Effects of the War and 
Defense Program upon Economic Conditions ‘and Institutions; Trade 
Unions and the Law. Pp. 534, 

Supplement No. 2.—Papers Relating to the Temporary National Economic Com- 
mittee. Pp. 135. 

Supplement No. 3.—Directory. Pp. -198. 


Volume XXXII, 1943 
The American Economic Review, March, June, September, and December 
Supplement.—Fifty-fifth Annual Meeting: 
Papers and Proceedings. Economic Claims of Government and of Private 
Enterprise; Our Industrial Plant When Peace Comes; Financial and Gov- 
ernment Contract Adjustments of Industry at the End of the War; Prob- 
lems of Public Policy Raised by Collective Bargaining; Our Labor Force 
When Peace Comes; Price Control and Rationing; Case Studies in Price 
Control; Restoration of International Trade; Future of International 
Investment; International Financial Relations After the War; Economic 
Regionalism and Multilateral Trade; Bases of International Economic 
Relations; International Commodity Agreements. Pp. 508 + 15. 


Volume XXXIV, 1944 

The American Economic Review, March, June, September, and December 

Supplement.—Fifty-sixth Annual Meeting: 
Papers and Proceedings. Political Science, Political Economy, and Values; 
Educational Function of Economists and Political Scientists; Public Ad- . 
ministration of Transportation under War Conditions; How Achieve Full 
and Stable Employment; Incentive Problems in Regulated Capitalism; 
Postwar Labor Problems; Social Security; Postwar Legal and Economic 
Position of American Women; Postwar Domestic Monetary Problems; 
Economic Organization of Welfare; International Trade; Regional Prob- 
lems; International Monetary Problems. Pp, 440 +- 16. 

Supplement No. 2.—Implemental Aspects of Public Finance. Pp. 138. 


Volume XXXV, 1945 
The American Economic Review, March, Jun sy Sep eee and December 
Supplement (May).—Fifty-seventh Annual 
Papers and Proceedings. Consumption Eeonomiés; Expanding CiviHan Pro- 
duction and Employment After the War; Natural Resources and Inter- 
national Policy; Interdepartmental Courses in the Social Sciences; Price 
Control and Rationing in the War-Peace Transition; Organized Labor and 
the Public Interest; Aviation in the Postwar World; International Mone- 
tary and Credit Arrangements; Agricultural Price Supports and Their 
Consequences; Political Economy of International Cartels; Fiscal Prob- 
lems of Transition and Peace; Problems of Regionalism in the United 
States; Food and Agriculture—Outlook and Policy; Function of Govern- 
ment in the Postwar American Economy. Pp. 520 -+ 16. 


Volume XXXVI, 1946 
The American Economic Review, March, June, September, and December 
Supplement (May).—Fifty-eighth Annual Meeting: 
Papers and Proceedings. Problem of “Full Employment”; American, Econ- 
omy in the Interwar Period; Postwar Labor Relations; Monetary Policy; 
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Chenging Structure of the American Economy; Economic Problems of 
Foreign Areas; Publication of an Annual Review of Economics; ne 
Frontiers in Economic Thought; Postwar Shipping Policy; Monopol 
Competition; Postwar Tax Policy; Postwar Railroad- Problems; ioe 
national Investment; Recent Developments in Public Utility Regulation; 
International Cartels; Economic Research; Methods of Focusing Economic 
Opinion on Questions of Public Policy (eg., Monetary, Agricultural Price 
Supports); Undergraduate Teaching of Economica. Pp. 960. 
**Supplement No. 2.—Handbook. Pp. 143. 


Volume XXXVI, 1947 


The American Economic Review, March, June, September, and December 

Supplement (May).—Fifty-ninth Annual Meeting: 
Papers and Proceedings. Employment Fiet of 1946 and a System of Na- 
tional Bookkeeping; Social and Economic Significance of Atomic Energy; 
Public Debt: History, Effects on Institutions and Income, and Monetary 
Aspects; Economic Forecasts; Role of Social Security in a Stable Prosper- 
ity; Economic Outlook; Economy of the U.S.S.R.; Domestic versus Inter- 
national Economic Equilibrium; Prices: Wartime Heritage and Some Pres~ 
ent Problems; Banking Problems; Productivity in the American Economy; . 
International Trade Organization; Vital Problems in Labor Economics; 
Transportation and Public Utilities Problems; Housing Problems; Eco- 
nomic Research; Changing Character of Money. Pp. 781. 


Volume XXXVITI, 1948 


The American Economic Review, March, June, September, and December 

Supplement (May).—Sixtieth Annual Meeting: 
Papers and Proceedings. Economic Theory of Imperfect Competition, Oli- 
gopoly, and Monopoly; Role of Monopoly in the Colonial Trade and Ex- 
pansion of Europe; Progress of Concentration in Industry; Does Large- 
Scale Enterprise Result in Lower Costs; Sherman Act and the Enforce- 
ment of Competition; Patent Policy; A Consideration of the Economic 
and Monetary Theories of J. M. Keynes; Keynesian Economics: The 
Propensity to Consume and the Multiplier, and Savings, Investment, and 
Wage Rates; Economics Collides with Ethics; An Appraisal of the Taft- 
Hartley Act; Fiscal Policy in Prosperity and Depression; Problems of Tim- 
ing and Administering Fiscal Policy in Prosperity and Depression; Trans- 
portation and Public Utilities; Futility of Trust-Busting; National Pro- 
ductivity. Pp. 591. 


Volume XXXIX, 1949 

The Auat Economic Review, March, June, September, and **December 

Supplement (No. 1—January) —Directory. Pp. 343. 

Supplement (No. 3—May).—Sixty-first Annual Meeting: 
Papers and Proceedings. Commemoration of the Centenary of the Com- 
munist Manifesto—The Sociology and Economics of Class Conflict; 
Current Research in Business Cycles; Interregional Variations in Eco- 
nomic Fluctuations; Economic Research; Economic Consequences of 
Some Recent Antitrust Decisions; Theory and Measurement of Price 
Expectations; Input-Output Analysis and Its Use in Peace and War Econ- 
omies; Liquidity and Uncertainty; Problems of the ITO; Commodity 
Marketing—Going Where; John Stuart Mill—Centennial Appraisal; Pos- 
sibilities for a Realistic Theory of Entrepreneurship; Economics of Pre- 
paredness for War; Present Issues of the Latin-American Economy. 
Pp. 537. 


Volume XL, 1950 


The American Economic Review, March, June, September, and December 
Supplement (No. 2—May).—Sixty-second Annual Meeting: 
Papers and Proceedings. What Planning and How Much Is Compatible 
with a Market Economy—Recent European Experience; Capitalism and 
Monopolistic Competition—L The Theory of Oligopoly, IL Can the Amer- 
ican Economy Be Made More Competitive; Capitalism and Economic 
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Progress; Stabilizing the Economy—The Employment Act of 1946 in 
Operation; Problems of an Advanced Defense Economy; Transportation in 
Capitalist and Socialized Economies; Can Capitalism Dispense with Free 
Labor Markets; Capitalism and Equality of Income; Tax Structure and 
Private Enterprise; Economic Power Blocs and American Capitalism; 
American Capitalism—Where Are We Going; U. S. Foreign Investment in 
Underdeveloped Areas; Economic Policy in Occupied Germany. Pp. 650. 


Supplement—-Supplement to 1948 Directory. Pp. 41. 
Supplement No. 2.—-The Teaching of Undergraduate Economics, Pp. 226. 


Volume XLI, 1951 


The American Economic Review, March, June, September, and December 
Supplement (No. 2—May).—Sixty-third Annual Meeting: 


Papers and Proceedings. Role and Interests of the Consumer; Institutional 
Economics; Executive Decisions at the Top Level; Economic Theory, Sta- 
tistics, and Economic Practice; Capital and Interest; Economic Stabiliza- 
tion; Modern Industriallsm and Human Values; Factors in Modern 
Industrial Development; Government Action or Private Enterprise in River 
Valley Development; Economic Progress—Some Cases, Comparisons, and 
Contrasts; Point Four—-Deyelopment of Backward Areas; Current Prob- 
lems in International Trade; Economy of the Soviet Union; Changes in 
National Transportation Policy; Public Utilities and National Policy; 
Housing Problem—Current Situation and Long-run Effects of Government 
Housing Programs; Economics of Medical Care—The Problem and Alter- 
native Solutions; Economics in General Education, Pp. 816. 


Supplement. —Supplement to 1948 Directory. Pp. 17. 


Volume XLI, 1952 


The American Economic Review, March, June, September, and December 
Supplement (No, 2—May).—Sixty-fourth Annual Meeting: 


Papers and Proceedings. Economic Theory and Public Policy; Issues in 
Methodology; Business Cycle Theory; Monetary Theory; Fiscal Theory; 
International Trade Theory; Value Theory; Recent Developments in 
United States Monetary Policy; Inflation Control in the United States; 
American Foreign Aid Programs; International Trade in the Postwar 
World;` Wages, Manpower, and Rearmament; Governmental Policy on 
Business Practices; Economic Problems of Military Mobilization; Theo- 
retical Analysis of Economic Growth; General Factors in Economic Growth 
in the United States; Growth in Underdeveloped Countries; Role of War 
in American Economic Development; Public Utilities, Transportation, and 
Pages Organization; Collective Bargaining in the Regulated Industries. 
p. 768. 


Supplement.—Supplement to 1948 Directory. Pp. 11. 


Volume XLII, 1953 


The American Economic Review, March, June, September, and December 
Supplement (No. 2—May).—Sixty-fifth Annual Meeting: 


Papers and Proceedings: Monetary Policy; A Stock-taking of Bretton 
Woods Objectives; Underdeveloped Countries—The Theory and Practice 
of Technical Assistance; United States Demand for Imports; Interregional 
Analysis and Regional Development; Governmental Economic Activity; 
Development of Economic Thought; Technology; Economics in the Cur- 
ricula of Agricultural Colleges in Canada and the United States; Sociology 
and Economics; Recent Developments in Mathematical Economics and 
Econometrics; Research; Long-run Effects of Full Employment on the 
Labor Market; Theory of Income Distribution; Distribution of Govern- 
ae Burdens and Benefits; _ Distribution and Utilization of Natural Gas. 
p. 612. 


Supplement No. 2—Graduate Education in Economics. Pp. 223. 
Supplement No. 3—Handbook. Pp. 187. 


Volume XLIV, 1954 o 


The American Economic Review, March, June, September, and December 
Supplement (No. 2—May) —Sixty-sixth Annual Meeting: 
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Papers and Proceedings: Fundamental Characteristics of the American 
Economy; An Appraisal of Economic Change; Factor Markets Versus 
Product Markets; Farm Prices and Farm Incomes in American Agriculture; 
Industrial Pricing; Technological Progress and Economic Institutions; 
Growth Decisions in the American Economy; Diminishing Inequality in 
Personal Income Distribution; Wage Determination in the American Econ- 
omy; Alternative Possibilities of Inflationary Pressures and Higher Cost 
Bottlenecks in an Economy of Large Bargaining Units and of Less Than 
Pure and Perfect Competition in the Marketing of Products; Regional 
Wage Differentials in an Economy of Large Bargaining Units and Less 
Than Pure and Perfect’ Competition in the Marketing of Products; Auto- 
maticity of Full Employment Under the Assumption of Diminished Defense 
Expenditures; Institutional Aspects of Savings and Investment; Role of 
Corporate Taxation in the American Economy; Theory of International 
Trade in a World of Trade Barriers and Controls and of Variegated Na- 
tional Economic Systems; Economic Doctrines Implied in the Reports of 
the U.N. and IBRD on Underdeveloped Countries; Corporate International 
Investment Policies and Programs; Economic Implications of an Aging 
Population; Report on Graduate Training in Economics; Economics in 
General Education; Economic and Regulatory Problems in the Broad- . 
casting Industry; National Transportation Policy, Pp. 765. 
Supplement-—Supplement to 1953 Handbook. Pp. 11. 


Volume XLV, 1955 p 

The American Economic Review, March, June, September, and December 

Supplement (No. 2—May).—Sixty-seventh Annual Meeting: 
Papers and Proceedings: International Flow of Economic Ideas; Develop- 
ment Policy in Underdeveloped Countries; Economic Development--Case 
Studies; Regional Economics; Urbanization and Industrialization of the 
Labor Force in a Developing Economy; Models of Economic Growth; Cur- 
rent Problems in Agricultural Economics; Long-term Trends in International 
Trade; Economic Research and Public Policy; Economic Stabilization, Fore- 
casting, and the Political Process; Cyclical Experience in the Postwar 
Period; Debt Management and Monetary Policy; Taxation and Income 
Distribution; Concepts of Competition and Monopoly; Impact of Antitrust 
Laws; Research on the Business Firm; Price and Wage Flexibility; Pricing 
in Transportation and’ Public Utilities. Pp. 711. 

Supplement.—Supplement to 1953 Handbook. Pp. 8. 


Volume XLVI, 1956 


The American Economic Review, March, June, September, and December 

Supplement (No. 2—May).—Sixty-eighth Annual Meeting: 
Papers and Proceedings: Statement of the Problem of Keeping the’ U.S. 
Economy Moving Forward, But Steadily; Production and Consumption 
Economics of Economic Growth; Income Distribution Aspects of Expand- 
ing Production and Consumption; Increase of Consumption Part of Eco- 
nomic Growth; Government Expenditures and Economic Growth; Mone- 
tary Role in Balanced Economic Growth; Shortening Work Week as a 
Component of Economic Growth; Highway Development and Financing; 
Unemployment as a Phase of Economic Growth; Urban Growth and 
Development; Population Specter—Rapidly Declinirig Death Rates in 
Densely Populated Countries; Current Economic Thought and Its Applica- 
tion and Methodology in Continental Europe; Economic Thought and 
Its Application and Methodology in the East; Economic Potentials of 
Latin America; Economic Potentials of Africa; Report of the Attorney 
General's Committee on Antitrust Policy; Changing Patterns of Competi- 
tion in Transportation and Other Utility, Lines; Economics in the Cur- 
ricula of Schools of Business. Pp. 651. 


Volume XLVI, 1957 
The Ameriean Economic Review, March, June, September, and December 
Supplement (No. 2—May).—Sixty-ninth Annual Meeting: 
Papers and Proceedings: Institutional Economics; Economic Growth and 
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Development; Keynesian Economics after Twenty Years; Employment Act 
in the Economic Thinking of Our Times; Business Fluctuations and In- 

` flation; Government Taxing and Spending; Developments in Banking and 
Monetary Policy; Price and Competitive Aspects of the Distributive Trades; 
Monopoly Problem as Seen by Social Scientists; Impact of Some New 
Developments in Economic Theory; Economics and Changing Technology ; 
Power and Public Utility Problems; Transportation Problems; Social 
Security and Welfare; Income Distribution; Consumers in the American 
Economy; International Economics; Soviet Economic Developments; Eco- 
nomics in Schools. Pp. 754. 

Supplement (No. 4—July) Handbook. Pp. 522.¢ 
t This issue is not included in the price of the volume. 


Volume XLVITI, 1958 

The American Economic Review, March, June, September, and December 

Supplement (No. 2—May).—Seventieth Annual Meeting: 
Papers and Proceedings: Veblen Centenary Round Table; Democracy and 
Trade-Unionism; Agenda for a National Monetary Commission; Is Another 
Major Business Contraction Likely; Monetary Analysis and the Flow of 
Funds; Economic Projections and a Statistical Contribution to Price The- 
ory; Statistical Cost Functions; Trends in Capital Investment and Capac- 
ity; Income and Consumption; State and Local Public Finance; Agricul- 
tural Parity; Further Explorations in Monopolistic-Competitive Price 
Theory; Petroleum and Natural Gas and the Public Interest; Critical Eval- 
uation of Public Regulation of Independent Commissions; Current Eco- 
nomic Questions Relating to Western Europe; Measuring Production in the 
eae Selected Papers—American Economic Association Competition. 

Supplement.—Supplement to 1956 Handbook. Pp. 32. 


Volume XLIX, 1959 
The American Economic Review, March, June, **September, and December; each $1.50 
Supplement (No. 2—May).—Seventy-first Annual Meeting: 
Papers and Proceedings: Soviet Economic Trends and Prospects; Soviet 
Economic Planning; Non-Russian Communist Economies; Fundamentals 
of Economic Progress in Underdeveloped Countries; Special Problems 
Facing Underdeveloped Countries; Role and Character of Foreign Aid; 
International Trade and Payments in an Era of Coexistence; Maintaining . 
Full Employment and Economic Stability; Balanced Economic Growth 
in History—A Critique; Economics of Government Expenditures; Power 
Blocs and the Operation of Economic Forces; Administered Prices Re- 
considered; Studies in the Classical Economics; Selected Problems in Eco- 
nomic Theory; Open Competition; Organization and Financing of Economic i 
Research; Market for Economists. Pp. 689. 3.00 


Volume L, 1960 
The American Economic Review, **March, June, **September, and December; each 1.50 
Supplement (No. 2—May).—Seventy-second Annual Meeting: 
Papers and Proceedings: Standards for the Performance of Our Economic 
System; Relations Between Economic Theory and Economic Policy; Incen- 
tives and Economic Growth: Changing Roles and Public Policies; Prob- 
lems of Achieving and Maintaining: a High Rate of Economic Growth, 
Full Employment, and a Stable Price Level; Problem of Raising Incomes 
in Lagging Sectors of the Economy; Problem of International ony: 
Economic Policies for a Lasting Peace; Problem of Social Priorities; In- 
vesting in Education and Research; Facilitating Movements of Labor Out 
of Agriculture; Reducing Impediments to Foreign Trade; Reforming the 
Tax System; Improving the Efficiency of the Transportation and Utilities 
Systems; Research: on Theory of the Firm, on Income, Consumption, and 
Savings, and on Economic Development. Pp. 745. 3.00 


Volume LI, 1961 e 
The American Economic Review, **March, June, September, and **December; each 1.50 
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Supplement (No. 2—May).—Seventy-third Annual Meeting: 
Papers and Proceedings: Monetary Theory—New and Old Looks; Macro- 
economic Theories of Income Distribution; Capital Theory; Managerial 
Economics—A New Frontier; Frontiers in Uncertainty Theory—The Evi- 
dence of Futures Markets; Distribution Costs—Concepts and Measures; 
Antitrust Problems; Economic Analysis of Urban Problems; Public Utilities 
and Transportation; Wheat—A Permanent Need for a Farm Program; 
Problems of Economic Instability in Other Countries; Balance of Payments 
of the United States—Problems and Prospects; Economics and National 
Security; Economic Development in Mainland China; Influence of Moral 
and Social Responsibility on Economic Behavior; Economic Education— 
Challenge to Our Profession. Pp. 675. $3.09 


Volume LII, 1962 
The American Economic Review, **March, June, September, and December; each 1.50 
**Supplement (No. 2—May).—Seventy-fourth Annual Meeting: 
Papers and Proceedings: New Developments in the Theory of the Firm; 
Problems of Economic Development: Lagging U.S, Growth Rate; Inter- 
national Transmission of Business Cycles—Problems and Policies; Soviet 
Economic Planning; Economics of Research and Development; Studies in + 
Business Behavior; Economic Behavior of Families; Reappraisal of the 
Doctrine of Consumer Sovereignty; Report of the Commission on Money 
and Credit; Tax Problems; Systems of Economic Accounts and Analysis 
for Urban Regions; Role of Transportation in Economic Development; 
Transportation Problems in the American Economy; Economics of Water 
Resource Use; Teaching of Economics; Market for Economists, Pp. 615. 3.00 


Volume LID, 1963 
($8.00 a Volume) 
The American Economic Review, March, June, September, and December; each 2.00 
Supplement (No. 2—May).—Seventy-fifth Annual Meeting: 
Papers and Proceedings: Richard T. Ely Lecture; Public Policies with 
Respect to Private Business; International Commodity Stabilization; Con- 
ditions of International Monetary Equilibrium; Problems of Regional 
Integration; Problems of Methodology; Topics in Economic Theory; 
Industrial Capacity; Tax Reform; Financial Institutions and Monetary 
Policy—A Re-examination of Their Interrelationship; Defense and Dis- 
armament; Pricing and Resource Allocation in Transportation and Public 
Utilities; Postwar Growth in the United States in the Light of the Long- 
swing Hypothesis; Economic Trends and Prospects in the U.S.S.R. and 
Eastern Europe; Japanese Economic Development; Economic Development 
and the Population Problem; Economic Education. Pp. 753. 4.00 
Supplement No. 2.—Economics in the Schools. Pp. 27. 50 


Volume LIV, 1964 


The American Economic Review, March, June, September, and December; each 2.00 
Supplement (No. 1—January) Handbook. Pp. 464.7 8.00 
Supplement (No. 3—May).—Seventy-sixth Annual Meeting: 
Papers and Proceedings: Richard T. Ely Lecture; Theory of Monopolistic 
Competition after Thirty Years; Principles of Efficiency; Efficiency in Agri- 
culture; Efficiency in the Labor Markets; Regulated Industries; Efficiency 
in the Use of Natural Resources; Efficiency in the Government Sector; 
Problems in Taration; Financial Factors in Business Cycles; Reappraisals 
in American Economic History; Comparative Costs and Economic Devel- 
opment; Canadian-American Economic Relations—Efficiency and Inde- 
pendence; Efficiency of the Soviet Economy; Invited Dissertations, I and 
Il; Efficiency in the Teaching of Economics. Pp. 698. 4.00 
Supplement No. 2—Surveys of Foreign Postwar Developments in Economic 
Thought. Pp. 55. 1.00 
Supplement No. 3—Surveys of Foreign Postwar Developments in Economic 
Thought. Pp. 101. 1.00 
t This issue is not included in the price of the volume. 
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: .Volume LV, 1965 j 
The American Economic Review, March, June, September, and December; each $2.00 
Supplement (No. -2—May) _—Seventy-sevenih Annual Meeting: . 
Papers and Proceedings: Richard T. Ely Lecture; Economic Growth— 
International Comparisons; Comparative Economic Systems—National-_ 
-ized Industry; Economic History—Its Contribution to Economic Edu- 
‘cation, Research, and Policy; -Contribution of the History of Economic 
Thought to the Understanding of Economic Theory, Economic History, 
and the History of Economic Policy; Evolving International Monetary 
Mechanism; Domestic Implications of the Evolving International Mone-' 
-tary Mechanism ; Survey Research—Three Surveys, Findings and Implica- 
tions for Theory and Policy; Recent Capital and Production Theory; Techno- 
logical Change—Stimuli, Constraints, Returns; New National Econometric 
Model—Its Application; Invited Student Dissertations; Defense Economics 
—Applying Economic Criteria; Nonmarket Decision Making; Economic 
Theory and Nonprofit Enterprise; Economics ‘of .Poverty; Economic Educa- 
tion—Experiments i in the Teaching of Economics, Pp. 652. 4.00 


The titles of papers published in the Papers and Proceedings, as well as the titles of 
articles in the American Economic Review, are indexed in the Reader's Guide to 1953 
and the International Index thereafter. 
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Address all inquiries regarding Vols. I-XLVII (1911-58) of the American Economic 
Review to Walter J. Johnson, Inc., 111 Fifth Avenue, New York 3, New York. Inquiries 
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The American Economic PEA founded, among other purposes, for the “en- 
couragement of economic research” and “the encouragement of perfect freedom of eco- 
nomic discussion,” has over eleven thousand members, including public and professional 
men and most of the leading students of political economy in America. Membership dues 
are eight dollars a year. Each member receives all current reports and publications of the 
Association. In addition to members, there are some four thousand subscribers to the 
American Economic Review, institutional and individual. Applications for membership and 
other ree should be sent to: 


Harold F. Williamson 
SECRETARY OF THE AMERICAN ECONOMIC ASSOCIATION 
` Northwestern University, 629 Noyes Street, Evanston, Illinois 60201 


